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SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 
1959 


MONDAY, MARCH 7, 1960 


House or REPRESENTATIVES, 
CoMMITTEE ON BANKING AND CURRENCY, 
SuscomMirrex No. 3, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. Wright Patman (chairman 
of the subcommittee) presiding. 

Present: Representatives Patman (chairman), Vanik, Burke, 
Miller, Johnson, Inouye, Kilburn and Milliken. 

(The act S. 2611 is as follows :) 


[S. 2611, 86th Cong., 1st sess.] 
AN ACT To amend the Small Business Investment Act of 1958, and for other purposes 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That this Act may be cited as the “Small 
Business Investment Act Amendments of 1959”. 

Sec. 2. As used in this Act, unless otherwise indicated, references to “the Act” 
are to the Small Business Investment Act of 1958, as approved August 21, 1958 
(72 Stat. 689). 

Sec. 3. Section 103 of the Act is amended by deleting the paragraph numbered 
(4) and inserting, in lieu thereof, the following: “the term ‘State’ includes the 
several States, the Territories and possessions of the United States, the Com- 
monwealth of Puerto Rico, and the District of Columbia.” 

Src. 4. Subsection 301(d) of the Act is amended by deleting the paragraph 
thereof numbered (9) ; and by respectively redesignating the paragraphs thereof 
numbered (10) and (11) as (9) and (10). 

Sec. 5. Subsection 302(b) of the Act is amended by deleting the first word and 
inserting in lieu thereof the following : “Notwithstanding the provisions of section 
6(a) (1) of the Bank Holding Company Act of 1956, shares”. 

Sec. 6. Section 304 of the Act is amended to read as follows: 

“Seo. 304. It shall be a function of each small business investment company 
to provide a source of equity capital for incorporated small business concerns, in 
such manner and under such terms as the small business investment company 
may fix with the approval, by regulation or otherwise, of the Administration.” 

Sec. 7. Title 26, chapter 6, section 26-610 of the District of Columbia Code, 
1951 edition, is amended by inserting after the word “associations” the following: 
“, small business investment companies licensed and operating under the Small 
Business Investment Act of 1958”. 

rons the Senate September 10 (legislative day, September 5), 1959. 

ttest: 

FELTON M. JOHNSTON, Secretary. 

Mr. Parman. The committee will please come to order. 

Mr. McCallum, we are glad to have you, sir. You are our first 
witness, and we shall be very glad indeed to hear you in your own 
way. You have a prepared statement, I believe. 

Mr. McCatium. Yes, sir; I do, Mr. Patman. 
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Mr. Parman. You may either file the statement for printing at this 
point in the record and elaborate on it as you choose or desire, or you 
can just read the statement, whichever you prefer. 

Mr. McCauium. I would prefer to read it, sir, if I may. 
nn Patman. That will be entirely satisfactory, and you may pro- 


STATEMENT OF PHILIP McCALLUM, ADMINISTRATOR, SMALL 
BUSINESS ADMINISTRATION 


Mr. McCatium. Mr. Chairman, members of the committee, I am 
appearing before this subcommittee today to report on the Small Busi- 
ness Administration’s progress in the development of the programs 
established by the Small Business Investment Act of 1958 and to urge 
that these programs be strengthened by the enactment of S. 2611. 

This legislation, passed during the last session of the Congress by 
the Senate, was proposed in substance by the Small Business Admin- 
istration and recommended by the President in his most recent Eco- 
nomic Report to the Congress. 

The Small Business Investment Act of 1958 introduced a new pro- 
gram designed to stimulate the flow of private equity capital and long- 
term funds to small business by encouraging the organization of 
ee owned, privately financed and privately operated small 

usiness investment companies. 

The investment companies are expected to furnish equity and long- 
term funds to small business concerns by the purchase of debentures 
convertible into the capital stock of these companies and by the mak- 
ing of long-term loans. 

The act also — avenues for financial assistance to small busi- 
ness concerns through State and local development companies. 

Both these programs represent an effort by the Congress and the 
administration to counteract the difficulty encountered by many small 
companies in obtaining financing on other than a short-term basis. 
For most small concerns long-term debt and equity capital is not 
obtainable from any source, public or private, other than the new 
small business investment companies. Nevertheless such financing 
is vital if these concerns are to grow and prosper. 

In 1958, when the Small Business Investment Act was approved, 
the program, of course, was nothing more than the beginning of a 
hopeful experiment. Today, 18 months later, the program is still 
an experiment; but I believe now there are many signs that the pro- 
gram can bea successful experiment. 

SBA has worked diligently to achieve this degree of success. Ex- 
actly 2 months and 10 days after the act was signed by the President, 
proposed regulations were published by SBA in the Federal Register. 
I believe that it would be fair to say that under any circumstances 
this was a prompt beginning. This is particularly true if we con- 
sider that not only was the investment program experimental, but 
also that it was a program without precedent. 

















SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 3 


When the act was approved there were but two or three well-known 
and established private financial institutions devoting a substantial 
portion of their activity to providing equity and long-term loan funds 
to small concerns. Today, SBA has licensed 79 privately owned and 
operated companies devoted to this activity. Seventy-one other appli- 
cations for investment company licenses are pending in SBA and 44 
of these have already been issued notices to proceed. Over 100 addi- 
tional proposals are known to be in preparation. 

The total capitalization of licensed companies is $46,405,000, of 
which less than one-sixth has been provided by the Government. 
Thus, after only 18 months of activity $39,100,000 in private money 
has been invested in small business investment companies to be devoted 
exclusively to providing equity and long-term loan funds for small 
business. 

As I have indicated, the Small Business Investment Act also pro- 
vides for financial assistance to small business concerns through State 
and local development companies. 

Title V of this act authorizes SBA to make loans to these develop- 
ment companies. This title augmented a modest program for loans 
to local development companies pioneered by the SBA a number of 
years ago under its authority to make business loans. Thirty-seven 
oans to development companies have been approved under the author- 
ity of title V totaling $4,539,000, of which SBA has provided 
$4,066,000. 

A number of applications presently are pending before the agency 
and I expect increased activity during the next year for this useful 
program. 

Mr. Chairman, at this point I would like to ask Mr. Duncan Read, 
who is the Deputy Administrator in charge of this program, to dis- 
cuss the type of assistance that has been given to small business con- 
cerns under both of these programs, that is, the amounts invested, the 
types of companies, and the progress of the development corporation 
program. 

Mr. Parman. You may proceed, Mr. Read. 


STATEMENT OF DUNCAN H. READ, DEPUTY ADMINISTRATOR, 
INVESTMENT DIVISION, SMALL BUSINESS ADMINISTRATION 


Mr. Reap. I am glad to try to give you a picture of the progress of 
the investment program, first of all from the point of view of the 
investment company, which is rather easy to do, and then to cite to you 
the types of small business corncerns that have been assisted by the 
program. 

Probably the best way to present the picture is to restate the figures 
which Mr. McCallum has just given you. The first chart I would like 
to show you is the status of proposals and licenses at the middle of 
February, at which time we had received 155 applications for forming 
small business investment companies; had turned down or had had 
withdrawn 9 proposals; and had licensed 78 companies. 
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This chart will show you that the rate of proposals has been 
extremely steady for the last 9 months, and will also indicate to 
you by the white space at the top of each bar that the number of 
proposals under review in Washington continues to be a rather small 
fraction of the total. 

It is interesting to note that in February 1959, 24 out of the 45 

roposals were under review in Washington, and 21 out of the 45 
had been acted upon by the Washington office by either a notice to 
proceed or a letter of comment. 

In February 1960, the proposals which had not been withdrawn or 
licensed totaled 78, of which all but 9 have received action by SBA 
and were in the hands of the proponents for further action. 

The second chart shows the Rnantial structure and current borrow- 
ing power of the companies that have been licensed. As Mr. McCal- 
lum stated, at the aid of February the 78 companies licensed had a 
total capitalization of $46 million and a potential borrowing power 
of $23 million under section 303 of the Investment Act. 

You might be interested to hear the summary of an informal report 
from licensees as of December 24, 1959, at which time 61 companies 
had been licensed. This information does not appear on the charts. 

These 61 companies licensed at that time had a total capitalization 
of $39,600,000, but only 16 of them had been licensed for as long as 
6 months. We asked them to tell us how much money they had loaned 
out, with the following results: 

At that time nearly $11 million had been invested or committed 
for investment in small business concerns. The reports indicated that 
a total of 187 transactions had been committed or completed. Fifty 
transactions involving convertible debentures totaled approximately 
$614 million, and 137 transactions totaling $4.3 million were long-term 
loans under section 305 of the act. 

The $11 million referred to is not the sole benefit to small business, 
for in many instances it improved the capital position of small busi- 
nesses to an extent where they could establish satisfactory lines of 
credit previously unavailable to them. 

At that time we received descriptions of the types of businesses 
financed, and it is safe to assure you that the businesses were certainly 
on the average, really small concerns. 

The average size of the loan made under section 305 was $31,400; 
the average size of the convertible debenture transaction was $130,000, 
but the average in this area was distorted somewhat by four or five 
large loans by the Electronics Capital Corp. 

Now, I would like to refer for a moment to the nature of the 
companies assisted. 

In a statement made by Harold T. Smith, in a pamphlet published 
under the auspices of the W. E. Upjohn Institute, entitled “Equity 
and Loan Capital for New and Expanding Small Business,” Mr. 
Smith made this statement: ; 


In view of the foregoing we are forced to conclude that the small business 
investment company, in its present form, cannot meet the overall equity and 
loan capital needs of small business. It can only meet the needs of firms with 
unusual promise of early success and rapid growth. 




















SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 5 


Now, that statement appears in this pamphlet which was released 
in November 1959, before any statistics as to the nature of the loans 
were available, and naturally it could only be a conjecture. 

We ourselves at that time did not know the nature of the loans 
that were being made, the types of companies that were being assisted, 
until we sent out the questionnaire at the end of December, and I 
would like to suggest that when three times as many transactions 
are made under section 305, and the average loan is $31,000, and no 
profit from convertibility into stock is involved, it seems to me that 
small companies are receiving a substantial amount of this assistance, 
without offering any growth prospect as is indicated in Mr. Smith’s 
statement; in other words that the small businesses which do not 
necessarily offer unusual promise of early success in growth, seem to 
ine to be receiving a substantial amount of this assistance. 

At that time, December 1959, the licensees told us that they were 
considering 600 applications involving approximately $19 million. 
Since that time the only additional information we have received 
has been submitted without our requesting it, most of it in copies 
of letters which licensees have submitted to the Senate Select Com- 
mittee on Small Business. From all these sources we find an amazing 
variety of small businesses that are receiving their equity and long- 
term assistance from the licensees. 

In looking over the types of businesses assisted, some 70 different 
types of business have been reported. I will not attempt to recite 
them all, but will read off a few to show you the great diversity of 
companies assisted, from which you will realize that although some 
of the licensees may concentrate in assisting certain types of busi- 
nesses, the licensees as a whole certainly cover the waterfront. 

Mr. Parman. We will place them all in the record, if you have 
them available. 

Mr. Reap. Yes, sir, I will, if you care to. 

Mr. Parman. You may place in the record any matter which you 
consider germane, including the charts. 

Mr. Reap. Thank you, sir. I will call off about 10, if you care 
to hear them, and submit a more complete list. 

Of the licensees which specialize, the electronics companies are being 
extensively reviewed. Other licensees are concentrating their assist- 
ance in retail grocery outlets. Beyond this, there is no concentration 
apparent, and we find such industries as the following receive con- 
sideration and assistance : 

Chemical companies, restaurants, farm implement dealers, laundro- 
mats, cemetery companies, music stores, seed corn producers, alumi- 
num products manufacturers, excavating contractor, trailer park, 
shopping center, management consulting firm, funeral parlor, nursery 
and landscaping company, various projects in the real estate area, 
orange juice distributor, and a coal processing company. 

The list, as you see, includes a great variety of manufacturers, 
wholesalers, retailers, as well as the building and transportation 
industries, and a variety of services. 
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(The data referred above is as follows:) 


REPRESENTATIVE TYPES OF SMALL BUSINESS CONCERNS FINANCED By SBIC’s As oF 
DECEMBER 24, 1959 


Retail grocers 
Electronics companies 
Manufacturing companies 
Retail trade 

Bottled gas retailers 

Real estate dealers 
Automobile dealers 
Building contractors 
Furniture stores 
Drugstores 

Service stations 

Steel fabricators 
Trucking companies 
Photographers 

Building supply companies 
Chemical companies 
Restaurants 

Motels 

Metal casting and die companies 
Packaging companies 
Farm implement retailers 
Variety stores 

Laundries 

Yacht harbor 

Fire extinguisher manufacturer 
Packinghouse 

Drug manufacturer 
Music store 

Plastics manufacturer 
Feed dealer 

Grain storage company 
Appliance distributor 
Seed corn producer 


Management consulting firm 
Laundromat 

Fertilizer company 

Lawn sprinkler service 
Aluminum products company 
Retail general merchandise company 
Tools and machinery company 
Jewelry concern 

Excavating contractor 
Communication equipment manufacturer 
Funeral parlor 

Shopping center 

Trailer park 

Photograph finishing company 
Floor coverings retailer 

Dairy supplies company 
Air-conditioning tower manufacturer 
Burlap bag processor 

Dry cleaner 

Concrete products manufacturer 
Cigarette vending company 
Nursery and landscaping company 
Apartment house project 

Glass container manufacturer 
Optical lens company 
Typesetting company 

Garment manufacturer 

Housing developer 

Hardware retailer 

Machine shop 

Dairy products salesman 

Orange juice distributor 

Coal processing company 


Mr. Reap. Returning to the statistics for a moment, you will notice 





on the financial structure chart that at the end of February the licen- 
sees had a total capitalization of $46,100,000, of which the Federal 
Government had committed itself to the extent of $7,100,000 under 
section 302. Of this $7,100,000, the licensees had not, at that time, 
drawn down more than $2,600,000, so that there was available to these 
licensees on that date approximately $4,500,000 under section 302, and 
the entire amount of section 303 funds available to them, namely 
$23 million. 

I think it is also pertinent to note from the third chart that the pro- 
posed initial capital of all companies which are either licensed or have 
— under review totals $67,400,000 at the end of February. 

his does not include any funds available to these companies under 
section 303. 

I recite these figures to show the time involved in getting the capital 
of the licensees actually invested and to remind the committee of the 
amount of unused Federal assistance available to the licensees at this 
time. 

I mentioned the fact that there is little specialization among licen- 
sees except in the electronics field, and to a certain extent in the retail 
grocery field. 

I would also like to mention the program developed by the First 
Midwest Small Business Investment Co. which the president of that 
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company described in his recent statement before the Senate Select 
Committee on Small Business. This company appears to be making 
considerable progress toward the solution of the problem of enabling 
small business concerns to become acceptable tenants in large shopping 
centers by working out joint financial efforts between the investment 
company and interested wholesalers. An independent retailer in a 
variety of businesses can establish a first-class store in a location where 
he can compete on an equal basis with the national chains. 

I think this is a great benefit to small businesses which heretofore 
have been unable to get the best locations. 

Now, a word or two about the development companies. 

Mr. McCallum has given you the figures about the assistance to 
small businesses through loans to State and local development com- 
panies. I will not repeat these statistics, but hand you a list of all 
State and local development company loans made up to the end of 
February and a map showing the States in which these loans have been 
made. 

In almost every instance the loan has been of great benefit to the 
local communities by either bringing new industry into the communi- 
ties or enabling existing industry to continue. I will not take your 
time to describe any of the situations, but you will find a complete 
description of one such situation in the hearings of the Senate Small 
Business Committee by the Blacksburg Industrial Facilities, Inc., 
Blacksburg, Va., and descriptions of other typical loans to local devel- 
opment companies in the concluding pages of a brochure published by 
SBA entitled “Loans to Local Development Companies.” 

These include “Helping a New Business Get Started,” “Moderniz- 
ing an Old Plant to Retain an Industry,” “Consolidating Scattered 
Operations in an Industrial Park Location,” “Establishing a New 
Business in a Depressed Area,” “Helping a Small Supplier of Defense 
Items to Expand,” “Filling the Employment Void when a Nearby 
Military Installation Closes,” “Saving an Industry from going out of 
Business.” 

Mr. Parman. Those may be placed in the record at the conclusion of 
your remarks. 

Mr. Reap. Thank you. 

We feel very strongly that both the investment company program 
and the development company program are currently of great help to 
the small businesses of the Nation, and that both programs will con- 
tinue to grow. 

Mr. McCauuium. Mr. Chairman, I would like to continue with my 
statement, if I may. 

Mr. Patman. You may proceed, sir. 

Mr. McCatium. The investment program, in my opinion, has been 
and will continue to be based upon and governed by the principles laid 
down by the Congress to guide SBA in its administration of the pro- 
gram. I would like to submit for the record a compilation of these 
principles. They are found in the legislative history which the Con- 
gress made in enacting the statute. 

Mr. Parman. Without objection you may insert anything in con- 
nection with your remarks that is germane. 

Mr. McCatitum. Thank you, sir. 
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(The document above referred to is as follows :) 


ExHIsiIt SUBMITTED BY THE SMALL BUSINESS ADMINISTRATION 


AN ANALYSIS OF THE LEGISLATIVE HISTORY OF THE SMALL BUSINESS INVESTMENT 
Act or 1958 


GUIDING PRINCIPLES—CONGRESSIONAL INTENT 


1. Report No. 2060, 85th Congress, 2d Session, June 30, 1958, Committee on 
Banking and Currency, House of Representatives 

“The primary purpose of the bill as reported is to make equity-type capital 
and long-term credit more readily available for small business concerns. The 
bill proposes to achieve this purpose through encouraging the establishment of 
privately owned small business investment companies. The bill would provide 
financial assistance to help meet the initial capital requirements of these new 
investment companies and also for expansion of their operations. These com- 
panies would in turn make equity-type loans and extend long-term credit to 
small business concerns. Thus, there would be no direct Federal investment in 
any small business concern under this program” (page 3). 

“The bill in our judgment provides for a carefully reasoned and needed ap- 
proach to a heretofore unchartered field” (page 5). 

“To facilitate further the formation of small business investment companies 
the bill would authorize national banks to purchase stock in such companies. 
It would also authorize State member banks and nonmember insured banks to 
purchase such stock, where compatible with State law. However, no such bank 
would be able to hold shares in these companies in amounts aggregating more 
than 1 percent of the bank’s capital and surplus. 

“Your committee wishes to make it quite clear that the bill would in no way 
preclude other types of institutions from purchasing stock of these companies. 
Their ability to do so, however, would depend entirely upon applicable Federal 
or State laws” (p. 7). 

“Your committee hopes and expects the major portion of the operating funds 
of these companies to come from private sources” (p. 7). 

“The committee believes that the use of convertible debentures, which has 
been developed to a high degree in recent years by many large, publicly financed 
companies, is the most suitable financing instrument for this type of program. 
This type of debenture is attractive to speculative investors who want an oppor- 
tunity to share in the future prosperity of a business beyond the fixed claim of 
ordinary debt. In view of the risk inherent in, and the admittedly experimental 
nature of the financing which this bill seeks to encourage, consideration must be 
given to encouraging such speculative investors” (p. 8). 

“Before an investment company purchases any such convertible debentures, 
it may require the small business concern to refinance its outstanding indebted- 
ness so that the investment company is the only holder of indebtedness of such 
concern, Furthermore, to protect the investment company, such small business 
concern may be required to agree not to incur further indebtedness without 
approval of the investment company” (p. 8). 

“The committee believes that these tax incentives are necessary if the proposed 
program is to attract private funds in sufficient volume to be of practical benefit 
to small business” (p. 10). 


2. Report No. 1652, 85th Congress, 2d Session, June 4, 1958, Committee on Bank- 
ing and Currency, U.S. Senate. 

“This new program will establish no direct contact between the Federal Gov- 
ernment and small business concerns which need equity capital and long-term 
credit. Such small business concerns will obtain assistance from the newly 
established private investment companies and from the State and local develop- 
ment credit corporations” (p. 2). 

“The committee intends that this new program be launched with a minimum 
of Federal activity and with only a modest increase in personnel and administra- 
tive expenditures by the Small Business Administration. The new program 
is conceived to carry out or to be based upon the following principles: 

“(1) To supplement, rather than supplant, existing private facilities, 

“(2) To operate under a simple and flexible organizational structure, 

“(3) To operate and be accounted for in complete separation from other 
Federal small business programs, 
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“(4) To utilize to the maximum possible extent the facilities of State and 
local development credit corporations, and 

“(5) To concentrate upon meeting the equity and long-term credit needs 
of small business concerns” (p. 2). 

“Congressional policies affecting small business have with few exceptions been 
designed not to subsidize or protect them, but instead, to remove obstacles which 
impede the smooth workings of regular business competition. S. 3651 would 
further this purpose” (p. 3). 

“The committee wishes to emphasize that it does not contemplate the Small 
Business Investment Division to be a large, cumbersome, and complex organiza- 
tion. Its function will be to deal with and regulate a relatively small number 
of private small business investment companies, and to make loans to State and 
local development companies. It is emphasized that the Division will not deal 
directly with small business concerns, Unlike the present SBA which has day- 
to-day contact with literally tens of thousands of small-business concerns 
throughout the country, the Small Business Investment Division will not be 
burdened with any such function nor with the necessity of regional and subordi- 
nate offices” (p.9). 

“The committee sees no necessity for the formation of large numbers of small 
business investment companies, and the Small Business Administration is ex- 
pected to give close attention to the criteria on this subject as expressed in sec- 
tion 301(c)” (p. 10). 

“To encourage the growth of these companies, the SBA is authorized to lend 
them money * * *” (p. 11). 

“This limitation on the amount the SBA may lend to an investment company is 
to prevent such companies from merely serving as intermediates in the dispersal 
of Government funds to small business concerns. The SBA funds advanced to 
the small business investment companies are to encourage and facilitate the 
formulation and growth of such companies. The major portion of their funds 
are expected to come from private sources” (p. 12). 

“The committee is convinced that it would not be wise to exempt such invest- 
ment companies outright from the securities laws. At the same time it is recog- 
nized that there may be justification for exemptions by the SEC which are con- 
sistent with the purposes of the securities laws,” (page 13). 


8. Congressional Record, August 7, 1958 


During the House debate it was stated that the act will institute the formation 
of private finance companies which will decide which small business concerns 
are credit worthy, which decisions these companies must back with a large pro- 
portion of their own money. The companies are to be formed voluntarily with 
risk capital by private citizens who will share in the profits and losses of small 
business concerns. 


4. Document No. 27—The Small Business Investment Act and the Small Business 
Tax Revision Act of 1958, issued by the U.S. Senate, August 24, 1958 

The small business program enacted by the 85th Congress differs in concept,,. 
purpose, and effect from any in the past. It is not a loan program. It is nota 
relief act or a distress measure; nor is it a subsidy. It is a program calculated, 
first, to keep open the important right of entry into the private enterprise system 
for those who must begin small and, secondly, to insure the small concern a full 
and fair chance of growing large (page 1). 

“The small business investment companies licensed by SBA under the Small 
Business Investment Act are intended to be profit-making businesses” (page 3). 

Mr. McCatium. Raving this legislative history we find that the 
Small Business Investment Act of 1958 and related tax laws are in- 
tended to induce and encourage private parties to form, invest in, and 
operate new financial institutions which will supply equity and long- 
term loans to small business concerns. 

The program, which is experimental in nature, is not designed to 
subsidize or to protect small business but instead is fashioned to re- 
move obstacles which impede the smooth workings of regular business 
competition. 

_ The aim of the program is to supplement rather than supplant exist- 
ing private facilities and to encourage and facilitate the growth of 
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investment companies by the encouragement of the speculative private 
investor. 

Insofar as SBA is concerned, the Agency is directed to establish a 
simple and fiexible organization to carry out its functions. A basic 
responsibility of SBA is to foster the formation of investment com- 
panies and to create a favorable climate in which these companies can 
operate successfully. 

In this program there is to be no contact between SBA and small 
businesses. Instead SBA is to deal with and regulate a relatively 
small number of private companies. The Congress declared that 
there is no necessity for a large number of investment companies and 
that those that are licensed shall be licensed only after close attention 
to the criteria set out in the act. The Congress also stated that it will 
take time to establish investment companies and that their growth and 
development will be a gradual process. 

The investment companies, according to the Congress, are to con- 
centrate on furnishing equity capital and long-term loans to small 
business and thus to share in the profits and losses of small business. 
They are to be profit-seeking companies whose profits are to be derived, 
principally, from investing in the securities of small concerns. The 
companies themselves will decide which small business concerns are 
credit worthy and this decision will be backed in the main by the 
private funds of the company. 

I have recited the legislative history of the Small Business Invest- 
ment Act at some length because it seems to me that the best way to 
evaluate this program is to measure it against the intent of the Con- 
gress as we find it embodied in the legislative history. 

I believe that this review should demonstrate to those who are famil- 
iar with the program that it has been developed by SBA in strict 
accordance with the express desires of the Congress. 

SBA is constantly seeking methods of improving the investment 
program. During the past session of the Congress certain amend- 
ments of the Small Business Investment Act were recommended by 
the Small Business Administration. In the development of the in- 
vestment program and in the organization of investment companies 
it became apparent that some changes in the basic legislation should 
be iiideidewed. This, of course, was to be expected. As I have said, 
this is an experimental program. 

We have had many discussions with the organizers of investment 
companies, with banks, insurance companies and other sources of pri- 
vate capital, and with individuals who have an interest in the program. 
The recommended amendments to the act are a result of these discus- 
‘sions and of our experience to date. 

These changes, in substance are embodied in S. 2611, pending before 
this committee. I would like to discuss some of them. In the inter- 
est of brevity I will not refer to minor technical changes. 

S. 2611 contains a complete revision of section 304, a key section 
of the Investment Act. Incorporated in this revision are a number 
of important changes. The first is the elimination of the present 
requirement that small businesses which receive capital from an invest- 
ment company must purchase stock of the investment company in an 
amount equal to 2 to 5 percent of the capital provided. 

We have found that the investment companies do not welcome the 
prospect of gradual dilution of their ownership. Moreover, to most 
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small business concerns the compulsory purchase provision represents 
unnecessary loading charges which deprive them of the full amount 
of capital furnished by the investment companies. 

In addition, this requirement has raised certain problems in juris- 
dictions which prohibit corporate loans to stockholders. The unpopu- 
larity of this provision with the prospective investment companies as 
well as small concerns threatens to create a major obstacle to the 
program. 

The next revision we have suggested would provide flexibility for 
the investment companies in financing small businesses. As the act 
presently is written, investment companies may finance small firms 
only through the medium of convertible debentures or through loans 
or a combination of both. 

We have been advised that this lack of flexibility under the act has 
been a serious deterrent to the formation of small business investment 
companies. Several instances have come to our attention of persons 
financially able and interested in forming small business investment 
companies who believe that an investment company restricted to the 
purchase of convertible debentures callable by the borrower and to 
long-term loans will have difficulty in finding a market for the hypoth- 
ecation or sale of these securities. 

However, if the act is changed, financing could be furnished not only 
through the medium of convertible debentures but also by the direct 
purchase of equities and other types of securities subject to SBA 
regulation. 

It appears to us that the recommended change not only will supply 
needed flexibility but also that the change will improve the market- 
ability of securities held by the investment company and will enhance 
the ability of the investment companies to borrow money from private 
sources against these securities. 

In many cases the eligibility requirements for purchase by trust 
funds, endowment funds, pension funds, and insurance companies 
might be met. 

We believe considerable private capital may be brought into the 
program if the forms of the securities which the investment companies 
can buy are acceptable as collateral or are salable. The forms of ac- 
ceptable and salable securities can best be handled by SBA by ad- 
ministrative regulations. This approach would be authorized under 
the language of S. 2611. 

Mr. Chairman, I would like to comment at this point on suggestions 
which have been made that SBA increase its financial assistance to 
investment companies. Particular emphasis, as I understand it, has 
been placed on increased 303 loans. ‘The need for additional leverage 
is cited, with estimates as to the necessary leverage ranging up to 
10 to 1. 

Now, the question of total leverage available to these companies 
from Government funds of course has been under review by SBA 
from the beginning of the program. I certainly recognize the de- 
sirability of leverage. 

However, I must point out that the investment program to date 
has been characterized by the participation of a large proportion of 
private funds, and this I think is a very encouraging development. 
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small business concerns the compulsory purchase provision represents 
unnecessary loading charges which deprive them of the full amount 
of capital furnished by the investment companies. 

In addition, this requirement has raised certain problems in juris- 
dictions which prohibit corporate loans to stockholders. The unpopu- 
larity of this provision with the prospective investment companies as 
well as small concerns threatens to create a major obstacle to the 
program. 

The next revision we have suggested would provide flexibility for 
the investment companies in financing small businesses. As the act 
presently is written, investment companies may finance small firms 
only through the medium of convertible debentures or through loans 
or a combination of both. 

We have been advised that this lack of flexibility under the act has 
been a serious deterrent to the formation of small business investment 
companies. Several instances have come to our attention of persons 
financially able and interested in forming small business investment 
companies who believe that an investment company restricted to the 
purchase of convertible debentures callable by the borrower and to 
long-term loans will have difficulty in finding a market for the hypoth- 
ecation or sale of these securities. ; j 

However, if the act is changed, financing could be furnished not only 
through the medium of convertible debentures but also by the direct 
purchase of equities and other types of securities subject to SBA 
regulation. 

It appears to us that the recommended change not only will supply 
needed flexibility but also that the change will improve the market- 
ability of securities held by the investment company and will enhance 
the ability of the investment companies to borrow money from private 
sources against these securities. 

In many cases the eligibility requirements for purchase by trust 
funds, endowment funds, pension funds, and insurance companies 
might be met. 

We believe considerable private capital may be brought into the 
program if the forms of the securities which the investment companies 
can buy are acceptable as collateral or are salable. The forms of ac- 
ceptable and salable securities can best be handled by SBA by ad- 
ministrative regulations. This approach would be authorized under 
the language of S. 2611. 

Mr. Chairman, I would like to comment at this point on suggestions 
which have been made that SBA increase its financial assistance to 
investment companies. Particular emphasis, as I understand it, has 
been placed on increased 303 loans. ‘The need for additional leverage 
is cited, with estimates as to the necessary leverage ranging up to 
10 to 1. 

Now, the question of total leverage available to these companies 
from Government funds of course has been under review by SBA 
from the beginning of the program. I certainly recognize the de- 
sirability of leverage. 

However, I must point out that the investment program to date 
has been characterized by the participation of a large proportion of 
private funds, and this I think is a very encouraging development. 











12 SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 


It indicates, I believe, that SBA is satisfactorily performing that 
portion of its mission which is to insure the maximum participation 
of private financing sources in the equity program. 

was impressed by the testimony which was given about 10 days 
before the Senate Small Business Committee by representatives of 
the Greater Industrial Washington Investment Corp., I believe. They 
pointed out that when this company made its initial offering to the 
oe the primary problem of the company was not selling its stock, 

ut of apportioning it to is customers. 

Now, obviously, financial assistance from SBA has an important 
place in the investment program, but it also should be obvious that 
the program should be operated on a basis which would encourage 
investment companies to borrow from private sources in preference 
to borrowing from SBA. 

The leverage obtained from private sources is as effective as lever- 
age from the Government. 

Now, the concern for additional leverage may be premature. Cer- 
tainly, as Mr. Read pointed out, few investment companies have 
exhausted their original funds, much less the other funds under sec- 
tion 303 in setaieiters which are available to them, and at this time 
it would seem that setting up a program to supply additional leverage 
through Government funds beyond that authorized maybe even more 
premature. 

Now, proposals which are submitted by the investment companies 
are required to contain their expansion plans. 

I would like to give you, if I may, a summary, to show how the 
licensees expected to expand their companies, The totals that I will 
give you are for 71 licensees, 45 of which had obtained part of their 
capital under section 302 of the act. 

The plans, which I mention, often include expansion by more than 
one means. 

The means to be employed as stated to us by these companies were 
as follows: 

56 expected to expand through plans to sell additional stock. 

_ 81 stated plans to borrow from banks and other public lending 
institutions. 

10 planned to sell debt securities. 

29 planned to borrow from SBA under section 303(b). 

Now, these figures indicate, Mr. Chairman, that leverage from the 
Government, under section 303, was looked for by a minority of these 
licensees. 

Also in the interest of adding flexibility to the investment program, 
we have recommended the elimination of the statement presently in 
the act that the furnishing of equity capital must be a primary func- 
tion of the small business investment companies. 

This requirement has caused difficulty in the case where organizers 
of investment companies have proposed to us constructive programs 
for financing small business which place major emphasis on long-term 
loans as distinguished from securities involving the borrower’s equity. 
We believe that such programs can be useful. 

Under the present language of section 304, a convertible debenture 
must contain a call provision which permits the borrower to ¢all back 
his debenture on any interest payment date, on 3 months’ notice at 
par plus accrued interest. 
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Here again we have found that the rigid format written into the 
act has created difficulties. For example, this call feature can place 
the investment company in the position of losing the opportunity to 
participate in the growth of a successful small concern. ; 

While this result, in some cases, may be agreeable to both parties, 
it should not be a mandatory requirement of each and every capital 
arrangement. This requirement has been eliminated in the revision 
of section 304. 

Sections 304(c) (1) and (2) now provide that a small concern 
furnished capital by an investment company may be required to re- 
finance its outstanding indebtedness so that the investment company 
is the only creditor and, except as provided in SBA regulations, the 
small business concern must agree that it will not thereafter incur 
any indebtedness without the approval of the investment company 
and without according the investment company the first op- 
portunity to finance such indebtedness. 

The purpose of this provision was to enable the investment com- 
pany to protect its investment against other potential creditors of 
the small firm. SBA did not recommend the elimination of this pro- 
vision. However, we see no objection to the change. 

In either case, any refinancing of indebtedness required before an 
investment company will provide capital is a matter for negotiation 
between the parties. If a satisfactory arranagement cannot be 
achieved, the capital will not be supplied. 

Insofar as new financing after the injection of capital is concerned, 
this, too, under the revised language would be a matter for negotia- 
tion between the parties but still subject to any regulations SBA 
should issue covering the transaction. 

The balance of the recommended amendments are of a technical 
nature. We have requested the deletion of the present authority of 
investment companies to act as depositories or fiscal agents of the 
United States. It appears that this authority is unnecessary, and its 
presence in corporate charters has raised questions among State au- 
thorities as to whether these companies should not be compelled to 
comply with State banking laws. 

We also have suggested that the act be changed to facilitate the 
purchase of stock in small business investment companies by national 
banks, by other members of the Federal Reserve System and nonmem- 
ber insured banks. This revision is designed to eliminate certain ques- 
tions raised by the Federal Reserve Board on the formation of invest- 
ment companies by bank holding companies and their subsidiaries. 

Section 5 of S. 2611 eliminates this restriction by providing, in ef- 
fect, that a banking subsidiary of a bank holding company will not be 
prevented from investing in an SBIC merely because the latter is or 
would become an affiliate of the holding company. 

In this connection, Mr. Chairman, the participation by the banks 
in this program, I think, has been beneficial. Banks, because of their 
dealings with small concerns, were the first to recognize the need of a 
long-term and equity financing. They have seen it in their daily trans- 
actions with their customers. ' 

Furthermore, the banks had experienced people available for this 

rogram, and facilities which could be operated at a small overhead. 

hope, too, that the presence of the banks in this program, in this 

field of term lending, will indicate to them that there are advantages 
52744602 
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in making term loans to small business concerns, and thus demonstrate 
to themselves the desirability of making term loans to small business 
concerns, beyond what they are presently doing. 

Section 7 of S. 2611 would amend the District of Columbia Code to 
exempt small business investment companies from certain licensing 
requirements and other restrictions placed by the code on persons 
—e in the lending of money in the District of Columbia. 

he change would include investment companies in an exemptive 
provision along with national banks, savings and loan associations, 
trust companies, and other regulated financial institutions. 

This amendment was adopted at the suggestion of witnesses ap- 
pearing before the Senate Banking and Currency Committee. I un- 
derstand that without this or some similar action it will be extremely 
difficult, if not impossible, for investment companies to operate in the 
District. 

Mr. Chairman, that concludes my statement. 

Mr. Parman. Yes, Mr. McCallum. I would like the members of 
the committee to interrogate you first, and I shall ask you some ques- 
tions. 

Mr. Miller. 

Mr. Miter. I have one by way of clarification, Mr. Chairman. 

I understand the principal objection to this bill, if it can be con- 
sidered an objection, is the fear that the regulations and the delayed 
publication thereof, under section 6, will prove to be onerous. With 
all due respect to what has been said here this morning about the way 
applications have been expedited, and I believe that this is to be a 
fact because the several applications which I have checked are from 
the San Francisco area. Mhere is a fear that regulations, and wait- 
ing for regulations, will prove onerous. 

am wondering about this section 6, and the approval required by 
SBA. Does this mean that every loan that an individual company 
plans to make is going to be scrutinized to see if it falls within the 
permissible limits of section 6? 
Mr. McCautium. Are you referring to section 6 of the Senate bill? 
Mr. Miter. Yes, sir; lines 18 and 19 of the committee print, on 





age 2. 
' Mr. Reap. Well, the plan would be not to have every single loan 
submitted to SBA. That would be completely unworkable, but to 
publish requirements for acceptable types of securities, and as long 
as the restrictions that SBA might establish on any type of securities 
were met, the loan could be made, the transaction could be completed 
without referring it back to SBA for specific approval. 

Mr. McCatium. Mr. Miller, I think I could assure you that the 
regulations which SBA would make under this section would be of a 
general nature and would not go to a specific transaction. 

Mr. Mutter. Isn’t it somewhat redundant when language which 
is already in the law, provides for situations of this sort 

Mr. McCatium. Well, no, I think not, sir. It was felt that if we 
attempted to spell out in this legislation every single type of transac- 
tion that might be desirable, that this would be an extremely difficult 
thing todo. But more than that, it might be that there would be new 
situations arising which would call for continual amendments, and 
it was felt better to leave this to the general regulations of SBA, and 
as I indicated they will be general regulations as to types of securities 
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which these companies can utilize in connection with investing in 
small concerns. 

We will not look at each situation. 

Mr. Miter. Mr. Chairman, I am very gratified to hear that be- 
cause I think that if we have erred at all we have erred in the area 
of overly great caution rather than in the other direction. While I 
realize the necessity for SBA to proceed cautiously with respect to 
new legislation, it does seem to take quite a bit of time to prepare 
applications. 

peed is acquired evidently by seeing to it that the applications in 
the regional offices are so carefully prepared that they languish in 
Washington for a minimum period. This means there 1s a great deal 
of time and effort at the regional level to the point where the appli- 
cants are somewhat dismayed by the length of time required. 

Mr. McCatium. Mr. Miller, may I say that is not a simple pro- 
gram. This is a complex program. What we endeavor to do is to 
have the proponents think through to the maximum extent possible 
their plans from beginning through the operating stages of this pro- 
gram. Necessarily this does take time. Our people in the regional 
offices are very willing, and, I think you will find have been very help- 
ful, in assisting these people in formulating these plans. 

Mr. Mitier. I would certainly agree with that, Mr. Chairman. 
The information I have had is that personnel in regional offices have 
been extremely helpful in preparing the applications and extremely 
solicitous of the wishes and needs of the applicants. I am merely 
looking for ways of cutting down on the time. 

Mr. McCatium. So are we, sir. 

Mr. Parman. Mr. Johnson. 

Mr. Jounson. No questions. 

Mr. Parman. Mr. McCallum, you try to keep the SBA, I notice, 
separate and distinct as much as possible from the operations of the 
SBICs, is that correct? 

Mr. McCatuium. Yes, sir. 

Mr. Parman. Is there any conflict there in making loans? The 
SBICs many make some loans like the SBA. Do you see any con- 
flict of any kind appearing on the horizon ? 

Mr. McCatium. Well, Mr. Chairman, there could be an overlap in 
these programs as far as the term of a loan to a small business bor- 
rower is concerned, 

We set the minimum term for the investment companies at 5 years, 
thinking that 10 years would be an extremely long time at the incep- 
tion of a program which was intended to get long-term loan funds to 
small business concerns, 

Mr. Parman. In other words, the SBIC can only make loans up to 
5 years / 

Mr. McCatium. No, it would be 5 years and over. 

Mr. Parman. Five years and over. Not less than 5 years, 

Mr. McCatium. Yes, sir. 

Mr. Parman. Five years and over, up to 20? 

Mr. McCatuum. Yes, sir. 

Mr. Parman. And you, through SBA, make loans under 5 years? 

Mr. McCatium. Well, by statute, sir, we have the right to make a 
10-year loan, 
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Mr. Parman. I know you have. But there is overlapping, I asume, 
between 5 and 10. 

Mr. McCativum. Yes, sir. 

Mr. Parman. And you have reconciled that in your regulations? 

Mr. McCauium. No, sir, we have not. We recognize that this 
situation exists. We were attempting to set a term for the investment 
companies to operate so that they would be attracted into the long- 
term loan field. Now, admittedly, there is some overlap here. 

Mr. Parman. If section 304 is changed as suggested, everything 
would be stricken out about the debentures. It would be left entirely 
to the Small Business Administration to determine the type of in- 
vestment, paper that would be acceptable in lieu of these convertible 
debentures ? 

Mr. McCatium. That is correct. 

Mr. Parman. And under such terms and conditions as the SBA 
would recognize and approve? 

Mr. McCatium. That is correct, sir. 

Mr. Patman. Now, then, I notice it is proposed that a portion about 
interest rates be eliminated. That would allow you to approve in- 
terest rates, I guess, up to the limit permitted under the laws of a State. 
You don’t approve interest rates that would be usurious under a State 
law, do you? 

Mr. McCatium. No. 

Mr. Parman. Now, in some cases, have you on occasion approved 
interest rates in excess of, say, 10 percent ? 

Mr. McCattvum. I am going to let Mr. Read speak to this question, 
but first let me say that what we tried to do here was to set. a maxi- 
mum cost of money figure to the borrower. This includes not only 
interest, but all other costs. 

We did this initially for a trial period in order to determine if this 
was a correct rate. We, on the one aad, were interested in seeing that 
small business concerns got money at reasonable rates, and, on the 
other hand, there would be no investment program if the investment 
companies could not operate at a profit. 

I am going to ask Mr. Read to expand on that. 

Mr. Parman. Mr. Read, will you summarize it, please? I don’t want 
to take up too much time on this one point because I have others I want 
to bring up. 

Mr. ic. It became increasingly important to investment com- 
panies to generate current profits from their routine operations ex- 
clusive of the profits they might realize from conversion rights. 

This point os been reiterated by many witnesses testifying before 
the Senate and elsewhere. This need for current income raises the 
collateral question of what, if any, should be the maximum limitation 
of costs charged by the investment companies to their small business 
customers. 

In considering this problem we are concerned not only with interest 
rates but also with all the other elements going to make up the costs to 
small concerns, for the financing received from the investment com- 

anies. 
. While we recognize the investment companies’ need for current in- 
come, we have also recognized the needs of the smal] business customers 
and the desirability of protecing these customers from excessive 
charges. 
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Now, to date we have not established any limitations on interest 
rates per se. However, we have carefully examined all proposals, 
and when it appears that the charges set out in these proposals, in the 
aggregate, are excessive, we have refused to license this investment 
company without a downward adjustment in these proposed costs. 

Establishing fair charges is a complex problem. We do not like high 
costs, but we recognize that costs are competitive and that costs today 
are high. We are also faced with the fact that to arbitrarily establish 
an unreasonably low rate can, in effect, curtail, or even terminate, the 
investment program. 

As a starting point we have refused to license a company if its pro- 
posed charges, including interest, discount, and all other charges, such 
as fees, for example, processing, closing, title search, survey, appraisals, 
and the like, exceed 15 percent per annum on the average outstanding 
balance of the net funds advanced to the company, unless a lower 
charge is required by the law of the State in which the investment 
company is operating. 

Our ceiling is supposed to be a catchall for States in which that 
cost cannot be found in the usury laws. 

I do not want this 15 percent figure to be misconstrued. This is not 
a maximum interest rate. Rather it is a ceiling on the cost of borrow- 
ing, regardless of whether this cost appears as interest, or discount, or 
any other charges. 

Mr. Parman. I would like to ask you this question. Now, I can see 
in some cases where that would not be excessive, because investigations 
and surveys would have to be made, and different expenditures of 
funds by the investment company would probably amount to not only 
5 but maybe 7 or 8 or 10 percent of that. But in some instances it 
could mean that they got all of the 15 percent in just interest. That 
is conceivable, is it not, Mr. Read ? 

Mr. Reap. It would be. That isa fact. 

Mr. Parman. That is conceivable? 

Mr. Reap. Yes. 

Mr. Parman. That would put you in the position of approving in 
those instances a 15-percent interest rate, would it not? 

Mr. Reap. It would, if there were no other charges, yes, sir. 

Mr. Parman. Now, you are giving these companies a license in 
States where 6 percent or 10 percent is a limitation. All exceeding 
that to be setiehinael usury, but with the proviso, I believe, that this 
shall not apply where this is unlawful. Is that correct ? 

Mr. Reap. Yes, sir. 

Mr. Parman. And you of course make that proviso apply in States 
where there are usury laws ? 

Mr. Reap. Yes, sir. 

Mr. Parman. Now, I would like to ask Mr. McCallum, as to 304, 
you didn’t change it, but you just repealed it, and you use this lan- 
guage instead: 

It shall be the function of each small business investment company to provide 
a source of equity capital for incorporated small business concerns in such 


manner and on such terms as the small business investment company may fix 
with the approval by regulation, or otherwise, of the administration. 


Now, what do you mean by “otherwise,” Mr. McCallum? What 
would come under that word “otherwise” ? 
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Mr. McCautuvum. I think there, Mr. Chairman, it would be rulings 
that would go to individual situations. 

Mr. Parman. It occurs to me that you have covered the waterfront, 
and you have a pretty good Mother Hubbard provision when you say 
that the SBA can fix the terms by regulation. It seems to me as 
though that would be all right. 

But this word “otherwise” indicates to me perhaps things which 
eer did not thoroughly cover in your regulations which would come 

ack to Washington for consent or disapproval, and I think the whole 
theory of this organization is predicated upon the idea that local con- 
trol, or local people, will handle it as much as it is possible for them 
to handle it. 

Of course, whenever you do it by regulation, the decisions in cases 
are left to local people, but by putting the word “otherwise” your 
people could always say, “This is under ‘otherwise,’ ” and let it come 
to Washington. I am just asking for information. 

Mr. McCativum. I am sure that we did not have that in mind when 
we put it in here. I think what we intended, sir, was if there was 
an ad hoc situation which wasn’t covered by regulation, that we 
— to have authority to deal with it individually. 

ut if you feel strongly about this, I don’t have any objection to: 
striking it out. 

Mr. Parman. You wouldn’t have objection to striking it out? 

Mr. McCauttvum. No, sir. 

Mr. Patman. Because you know you can cover anything by regu- 
lation. If something comes to your attention that is not covered, you 
can get up a regulation. 

Mr. McCattum. That is right. 

Mr. Parman. All right. 

We will consider, then, that it will not meet with your objection if 
the words “or otherwise” are stricken. 

Now, this question of 2 or 5 percent. The reason that was put in 
that bill was this: This law was patterned after the Federal Land 
Bank law. The national farm loan associations were organized all 
over the country to grant loans at low rates of interest to farmers on 
their land, and they are required, and have been required all along, to 
put up 5 percent. When they borrow a thousand dollars, they have 
to put up $50 in stock. They buy that much stock. In that way, the 
borrowers have become the owners of the Federal land banks—all of 
them. The Government has been paid back every cent that it had 
put into them. 

We contemplated that something like this would happen with the 
small business investment companies, that the borrowers would put 
up 5 paens, which we later changed from 2 to 5 percent. The idea 
was that eventually the borrowers in a certain locality would have 
complete control of the small business investment company, and they 
would pay the Government back, and they would own it and run it, 
just like the Federal land banks. 

Now, if you strike this out entirely, of course, we will have to throw 
that out the window. But would you agree that this be made op- 


tional, Mr. McCallum? In other words, to use the word “may”? 
Mr. McCatuum. I don’t think I would, Mr. Chairman. The testi- 

mony that was given before the Senate Banking and Currency Com- 

mittee, on both sides, by the investment companies, and expressions 
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that we have had in the agency from small-business concerns them- 
selves, indicated to us that the investment companies did not wish to 
have their equity diluted in this manner, and the small-business con- 
cern might not want the stock of this company; he was actually re- 
ceiving less in money. He needed all of it, but instead he had to 
take stock in the investment company. This loaded on to him a charge 
which he didn’t want. 

This provision was inserted after there was considerable testimony 
on this point. I think the investment companies would not like this 
half-a-loaf approach. They had the opportunity, I think, to express 
themselves on this, and they felt that it should be eliminated entirely. 

Mr. Parman. Well, in a company like the National Farm Loan 
Association, organized locally, that is where it can operate, if they 
own stock. In big concerns, I admit it would be troublesome to them. 
Therefore I suggest that we consider the word “may” so it may be 
done in instances where it is desirable. 

Mr. McCatium. Well, now, if you leave this matter out, it can still 
be negotiated. If the small business concern wishes to buy stock in 
the investment company, it still can do it if it can convince the invest- 
ment company. 

Mr. Parman. Allright. I have your views on that. 

Now, you state here that there is some doubt about the legality of 
it, in view of the fact that it is a question of corporate owners, or 
stockholders, being prohibited from receiving or granting loans 
under certain conditions. 

That could very easily be corrected by a change in the law. It 
has been done for others. 

Mr. McCatium. It would have to be done by a change in the State 
aws, sir. 

Mr. Parman. Well, of course, that would be a rather troublesome 
problem. They had the same problem in the Federal land banks, and 
I have never heard that question raised before. 

Mr. McCatium. Well, there are a few States in which this is a 
problem, as I understand it. One which has been brought to our 
attention in particular is New Jersey. 

Mr. Parman. Well, I would think it must not be a universal prob- 
lem or it would have arisen with the Federal land banks. 

Mr. McCatuum. I am sure it is not a universal problem. 

Mr. Parman. Another question, Mr. McCallum; about not requir- 
ing a concern borrowing money from a small business investment 
company to make known its desires to get an additional loan. I am 
referring to the provision which would permit the company to deal 
directly with third parties and secure loans from third parties not- 
withstanding the loans that it has outstanding with the small busi- 
ness investment company. I can’t understand why that would be 
helpful. Let me give you my reasoning so that you can answer it. 
I am sure you have an answer for it. 

It was contemplated that funds of insurance companies and funds 
of that nature would be available for the purchase of these securities 
issued by the small business investment companies. Now, if an insur- 
ance company representative goes to see a small business investment 
company representative, or vice versa, When the insurance company is 
interested in buying some of these securities, wouldn’t the first ques- 
tion this insurance company representative would ask be, “What 
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assurance have I that these concerns to whom you have made loans 
have not dissipated their assets or weakened your securities by get- 
ting loans from others?” 

ow would you answer that, Mr. McCallum ? 

Mr. McCauxivum. I think I indicated in my statement, sir, that this 
again would be a matter of negotiation between the insurance com- 
pany and the small business investment company. 

Mr. Patrman. I know, but the insurance company would probably 
not be interested at all. The insurance company would say, “Why, 
you don’t know what you have.” These concerns you have made 
joans to, under the law, don’t have to come back to you and get your 
permission to get loans from other people and tie up their assets, even 
on a subordinate loan or mortgage, so your investment company 
doesn’t know exactly what the score is. 

By having it in the law, you always know what the score is and 
you can assure the insurance company as to the solvency of these 
concerns, and their condition up to date as to current liabilities and 
assets. 

Mr. Reap. Sir, could I make a statement? 

Mr. Parman. Yes. 

Mr. Reap. The investment companies are authorized to, and in most 
of the cases we have looked at do, write into their loan agreements 
certain stipulations that assets shall not be dissipated by excessive 
salaries or subterfuges of any kind, and the investment company is 
empowered to enforce any such contracts. 

Likewise, the investment company will know at all times whether 
the interest and principal payments called for by any loan agreement 
are up to date, and I don’t see that the investment company would 
have any difficulty in saying to a prospective buyer of a loan that it 
was or was not in any way in default or in violation of its loan 
agreements. 

Mr. Patman. Wouldn’t it give some standing or prestige to it, 
though, to have it in the law? The insurance company would have 
that backing, which it has now, and which it would not have if you 
repealed the law and made it subject to private negotiation. 

Mx. Reap. I offer this as a suggestion. I don’t know whether it is 
a real answer or not, sir. But if the terms of a loan agreement, or 
of a preferred or common stock issue, were in accordance with the 
regulations which SBA might have promulgated at that time, a viola- 
tion would come close to being a violation of the statute. 

Mr. Krizsurn. Does the Chairman yield? 

Mr. Parman. I yield. 

Mr. Kireurn. I agree with Mr. Patman on this. I don’t under- 
stand why you propose to do this. 

Mr. McCatium. Well, Mr. Kilburn, I wonder if I might say this: 
We did not recommend the repeal of this initially, but we think it 
will work out in the same way. The statute presently is not manda- 
tory. It is permissive. And it would seem to me that it is going 
to work out in the same way whether it is in or whether it is out. 

Mr. Patman. Well, I would like to ask you another question now, 
about the percentage of participation by banks and holding companies. 

As I have indicated heretofore, the original purpose of this was 
to encourage local people to get small business loans, but I can see 
that they are handicapped more now than they have ever been on 
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things of that nature. They don’t have the know-how, they don’t 
have the personnel. They just don’t have what it takes to get these 
organizations together. 

And I can see where banks and financial institutions, with the per- 
sonnel that they have, and the experienced officers in this particular 
line of business, can render a great service and be very helpful. 

The question that I am considering now is how far that should 
go, and how it will affect the original purpose. 

In other words, if we let a few big concerns take over the field 
and keep everybody else out, I am wondering whether or not that 
will submerge and probably destroy the efforts of those, who, like the 
farmers, would like to organize local concerns for their own purposes. 

Of course, we had in mind that every chamber of commerce has a 
committee of 15 or a committee of 100, or an industrial committee, or 
something of that order, to bring industries into their towns and 
cities and we contemplated, too, that this would fit in to this. We 
thought that chambers of commerce could initiate and sponsor these 
organizations, and that it would be beneficial to them. 

am just wondering if we are getting away from that off onto 
an entirely different course by letting banks and holding companies 
take over the field. 

How many companies do you say you have incorporated or licensed 
to date, Mr. McCallum? 

Mr. McCatium. Seventy-nine, sir. 

Mr. Parman. How many of those are by banks or holding 
companies ¢ 

Mr. McCatium. I think it is less than a third, sir. 

Mr. Reap. I have those statistics, Mr. Chairman. 

Mr. McCatium. While we are getting those statistics, let me com- 
ment on that, Mr. Chairman. I don’t think this is going to happen. 
I think the banks have a place in the program. This has not deterred 
in any way private individuals from organizing these companies. 
I think you will find that less than a third of the licenses presently 
have banks in them. 

Mr. Parman. What about bank stockholders, bank officers, and 
stockholders? 

Mr. McCatium. Mr. Read has the statistics. 

Mr. Reap. The statistics: Today, of 79 licenses, 12 are wholly 
owned by banks and bank holding companies; 15 more have one or 
more banks as stockholders in the SBIC’s. 

I think that is the figure you wanted. 

Mr. Parman. Yes, sir, that would be about 27, is that right? 

Mr. Reap. Yes. 

Mr. Parman. About a third. 

Mr. Reap. Yes. 

Mr. McCatium. I think you will find, Mr. Chairman, as this 
program goes along, that this ratio will diminish. 

Mr. Kirsurn. Mr. Chairman, I just wanted to say that it seems 
to me that the investment companies would be lucky to get a bank in. 

I rather suspect that those banks which you mentioned as being in 
it have probably come in under the pressure of the chamber of 
commerce in their town. 
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’ I don’t think these things will ever be taken over by the banks. 
I think banks would be very reluctant in most cases to put money 
into these companies, but they may because of community interest, 
and where the chamber of commerce can’t raise any money, they 
might say, “We will take a flier and put it in.” 

But I don’t think it is a field the banks are particularly interested 
in, Mr. Chairman. 

Mr. Reap. It certainly indicates that they have been a very bene- 
ficial entity in this program. 

Mr. McCatium. Of course, the objective here is to get equity 
capital and long-term loan funds to small business concerns. 

Mr, Parman. This question comes up, too, Mr. McCallum. Of 
course, I agree with Mr. Kilburn that in some instances banks have 
been pressured to go into this to help out, but at the same time, when 
they go into it they get some benefits and advantages, such as taxwise. 
All the dividends paid by the concerns that they help, all these divi- 
dends are tax exempt. They are 100-percent deductible. So I wonder 
how that will affect the program. 

I understand the Bank of America out in California has organized 
two of them. 

Mr. McCatium. Just have one, sir. 

Mr. Patman. All right. 

Suppose a small concern representative comes into the Bank of 
America in Los Angeles, and wants to get a loan or equity capital of 
some kind, and this banker says, “Now, if I advance capital to you, 
and you give me dividends; but if you will go through the SBIC, 
which we own, and then we make you the loan, we are in a better 
position, and everything you pay us is tax deductible.” 

Do you see any problem there, Mr. McCallum ? 

Mr. McCatium. Well, I don’t, offhand, sir, because if this is a 
long-term loan requirement, a bank will not make it under its regular 
program. If it could take it under its regular program I think it 
would. This is over and beyond its regular activity, and I don’t be- 
lieve that this will be a problem. 

Just one other thing, Mr. Chairman, on the matter of chambers 
of commerce and that type of organization: This is where we will 
find, I believe, the local development corporation activity being fos- 
tered. This is the kind of thing which your local chamber of com- 
merce will do in connection with assisting its community. 

Now, if, in that community, there is a small business investment 
company, and a concern is brought in by the chamber of commerce 
and it may need equity financing at some date, this avenue would be 
open to that concern, too. 

So you have these two routes through which a concern in a com- 
munity could be assisted. 

Mr. Parman. But for some reason unknown to me, people just 
haven’t been interested in development companies outside of New 
England. 

Mr. McCatium. Well, that is where they got started. That is 
where they were originally organized and they are most active there. 
But we are finding many other States now, which are providing au- 
thorizing legislation. 

Mr. Parman. I am glad to hear that. 

Mr. Burke asked me to yield. 
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Mr. Burke. I just wanted to know if you had the figures on the 
SBIC’s located in Massachusetts. 

Mr. Reap. The development companies? 

Mr. Burke. No, small business investment companies. 

Mr. Reap. Just a minute, I will get a list. 

Mr. Burke. I would like to have them, not necessarily now. 

Mr. Reap. I will give you a list of them. 

Mr. Burke. I would like to ask this further question: Under policy 
of the SBA, do you people concentrate on so-called depressed areas, 
where there is surplus labor, or do most of your loans go out into 
areas where they have no unemployment? 

Mr. McCatium. We do not “concentrate” on areas of this kind, 
but we certainly are interested in communities in distressed labor 
areas. 

We, as you know, make surveys of communities which are in this 
category, and attempt to discuss certain local problems and see if we 
can be of assistance through our regular programs or in any other 
way. 

Loan applications coming from depressed or distressed labor areas 
receive priority processing in our regular loan program. We work 
very closely with the committee for rural development which at- 
tempts to provide off-the-farm employment for such communities. 

These are all activities in which we engage under our regular SBA 
activities. 

Mr. Reap. Mr. Burke, the New England statistics are these: We 
have had eight applications from New England; four companies have 
been licensed. The other four have been given notices to proceed, 
and one of the last four has submitted its license application on the 
17th of February and will soon be licensed. 

Mr. Burke. : te any of these located right in Massachusetts ? 

Mr. Reap. Three of the four licenses are in Massachusetts. 

Mr. Burke. Do you have the names of those? 

Mr. Reap. Yes, sir. 

The licensed companies: First Small Business Investment Corp. 
of New England, in Boston. 

Massachusetts Small Business Investment Co., Boston. 

Prudential Small Business Investment Co., Boston. 

The other licensee is in Providence—Narragansett. 

The pending applications are all in Massachusetts. 

Mr. Parman. Mr. Vanik. 

Mr. Vanrik. A question that comes to my mind with respect to the 
applications and the licenses already granted. What is the relation- 
ship between those licenses granted and applications, and the large 
urban centers as distinguished from the smaller sections of the coun- 
try. Has this really gone over in the metropolitan areas, the highly 
urbanized areas? 

Mr. Reap. There is a map here showing that. This map shows 
sferig the proposals that have not been finally acted upon are coming 

rom, 

Mr. McCatuivum. Is your question whether they are concentrated in 
urban areas? 

Mr. Vantk. Where are they concentrated now? What proportion 
of applications and licenses come from communities larger than 
250,000 ? 
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Mr. Reap. I would say the large proportion of them, maybe two- 
thirds or more, have their headquarters in metropolitan areas. New 
York, Minneapolis, Milwaukee, three; San Francisco has several ; 
there are several distributed up and down the State of California: 
New York City has quite a concentration. You have just heard the 
Boston figures—most of them, I would say two-thirds or perhaps 
more, have their headquarters in the metropolitan areas, but there 
are some out in the country. 

Mr. McCatium. We are getting a pretty good distribution of this. 
We have gone from the east coast to the west and from north to 
south, and as more come in we think we will have pretty good 
coverage. 

Mr. Py atin. Let me ask you about the cities of the Midwest, Chi- 
cago, Detroit, Cleveland, Buffalo. 

Mr. McCatium. Yes, we have an application from a company in 
Detroit ; we have one from Chicago. 

Mr. Reap. What area were you asking about ? 

Mr. Vanrx. The Midwest. 

Mr. Reap. We have three licenses and four other applications in 
the Cleveland area. In the Chicago area, which includes part of 
Wisconsin and part of Iowa, and part of Indiana, we have 12 
licenses, and a total of 15 applications. 

Mr. Parman. Another question I want to explore with you, Mr. 
McCallum. I am very much concerned about this: 

When you have a small business investment company composed of 
local people, and they all participate in stock to the extent of 2 to 5 
percent, they have an interest in the people they are making loans to, 
and I am sure that they would treat their neighbors right. They 
would not seek to take advantage of them. 

I do not claim that a large concern would seek to take advantage 
of them, but I am just wondering whether, in a case of this kind, 
where a small concern has gone to a small business investment com- 
pany that is owned by a real large concern, would that large concern 

ave that feeling of neighborliness and community spirit, you might 
say a do-gooder spirit existent in local communities? I just wonder 
if that small concern would be in hands that would be as sympathetic 
and kindly to it in the case of this large concern, particularly one 
owned by a holding company, as if he were in the hands of the local 
people I have described. 

Do you see any possible danger there? 

Mr, McCatium. Well, Mr. Chairman, we have been aware of this 
possibility, but I don’t think it will happen. We have taken steps 
in our proposal form, to ask these companies specifically what con- 
centration of investments in particular industries, or particular types 
of concerns, they will make. 

We have asked them to state to us the limitations on the amount 
of investment in any one concern, the limitation on the percentage 
of assets to be invested in any one concern, and a number of other 
questions. For example, such as the extent of control of, or par- 
ticipation in the management of the small concern. 

Now, it is our belief that there may be some situations in which 
the taking of a control position might be necessary by an investment 
company. If it is going to market a new product, and it is untried, 
and it is betting a substantial portion of its funds on the inventor 
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and the manager or developer of the product, this may be necessary 
in the initial stage. 

Also, if a company appears to be a good company but is in financial 
difficulty, it may be necessary there to take some kind of control 
position. 

But we will not permit, as a general rule, or we will not license a 
company which states that its objective is to take control positions in 
small concerns. 

This is a matter with which we are as concerned as you are, and we 
will certainly, through our examinations of these companies and our 
examinations of their proposal, look very carefully to this situation. 

I think so far we have found that the licensees have been quite sym- 
pathetic to the needs of the small concern, and really have a spirit 
of endeavoring to provide real assistance to these concerns without 
taking advantage of them. 

Mr. Parman. That is fine. I am glad to know that you are con- 
cerned about it, too, Mr. McCallum, and that you will watch it. 

Now, pick out the first holding company on your list that owns a 
small business investment company. 

Mr. Reap. The Citizens and Southern, I think was one. 

Mr. Parman. All right. The point I want to make is this: For the 
local bank to own an investment company, it occurs to me, is prefer- 
able to the holding company, although the local bank might be owned 
by a holding company. Who owns the holding company, in the case 
of the Citizens and Southern; where are its officers? 

Mr. Reap. They are all in the State of Georgia. 

Mr. Parman. None outside the State? 

Mr. Reap. No. 

Mr. Patman. Could anybody outside the State own stock in the 
holding company ? 

Mr. p. I am sure they could. Well, I don’t know whether they 
could or not. 

Mr. Patman. But now some holding companies are not confined by 
State lines, are they ? 

Mr. Reap. Again, I don’t know. 

a Patman. Do you have one there that is not confined by State 
ines 

Mr. McCatium. Yes, the Northwest Bank Corp. owns banks in 
several States. 

Mr. Patman. That is in Minneapolis, is it not ? 

Mr. McCatuum. Yes. 

Mr. Parman. In a case like that, it occurs to me that the local bank, 
at someplace out. in that area, if it owned the small business invest- 
ment company, it would be better for the public interest than it would 
be for the holding company whose officers are several hundreds of 
miles away. 

Am I correct in that assumption or not, Mr. McCallum? 

Mr. McCatium. You think it is better that it be owned locally ? 

Mr. Patman. Yes, sir. I am assuming it would be better for local 
people, for the decisions to be made locally. 

Mr. McCatium. Well, I think you will find that the local people 
will discuss the problem with the small business concern at the local 
level, in the situation you mention. 
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The thing that we are interested in, Mr. Chairman, is to get the op~ 


portunity to discuss these situations at the local level, if a bank hold- 
ing company does have offices in those areas. This is getting it out 
where we would like to get it out, even though the decision may be 
made in Minneapolis, for example. 

Mr. Parman. Well, I don’t think I have made myself clear. If a 
local bank owns an investment company, although subservient to the 


holding company in Minneapolis, it would actually be among those: 


people and deal with them every day. When it was necessary to make 
decisions, in that local bank, it just occurs to me that it would be more 
carefully done for local interest, rather than would be the case if 
someone in Minneapolis, several hundred miles away, were to make the 
decisions. 

Mr. McCatium. Well, as far as I know, sir, this has not been a 
problem at this time. The local bank, let’s say a small bank in: 
Nebraska, is a member of a holding company, has a man who is famil- 


iar with the policies of the SBIC, and I think will give a sympathetic: 


ear to the local business concern. 

Mr. Patman. And, of course, he is subservient, too, to the Minneap- 
olis people, just as anyone else representing them would be, but I am 
just thinking that possibly the people who are right there on the firing 
fine, right there in the local town, even though they were subservient 
to these people in Minneapolis, might be just a little bit more careful 
than if they could just say, “This 1s a matter that is handled in Min- 
neapolis by the holding company Officers, and we don’t have any power 
or jurisdiction over it, and we just can’t help it. We are sorry.” 

Mr. McCatium. Well, now, I don’t believe that you will find that 
this is.a remote control operation. The decisions which are made have 
to be made with cognizance of the local businessman’s problems. The 
investment company is actually in on the situation. I think you will 
find that the man at the local level, who is an employee of the invest- 
ment company, may be just as helpful in bringing the facts to the at- 
tention of the board as if the board were right there. 

Mr. Parman. Maybe I am unduly apprehensive. I am not biased in 
favor of holding companies, anyway, and suspect that is my difficulty. 

Would you be willing to answer any questions, Mr. McCallum and 
Mr. Read, that any of the Members submit to you in writing, prior 
to the time of your correction of the transcript? 

Mr. McCatuium. Yes, sir. 

Mr. Patman. Possibly we have overlooked something, and if we do: 
we will just send it to you in writing. 

Are there any other questions, gentlemen ? 

r roe MitieEr. Isn’t it true that the SBIC now operate across State 
ines 

Mr. McCattvum. Yes, sir, they can. They designate an operating 
territory in their proposals, and they may include one or more States. 
Of course they would have to qualify in any States in which they 
do do business. 

Mr. Vanix. In your proposal you suggest that the legislation eli- 
minate the prohibition against the use of the callable debenture is- 
sued by a borrowing corporation. 
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Isn’t the provision of the law as it now stands, to protect the very 
thing that we are concerned about with respect to passing on control 
of the borrower’s corporation by the lending corporation ¢ 

Mr. McCauium. Well, Mr. Vanik, this could still be done by 
negotiation. 

Mr. Vantxk. It could be done by negotiation, but what is wrong 
with the protection that the law now provides against this happening ? 

Mr. McCatium. Well, the investment companies have contended 
that an early call does not give them an opportunity to realize the 
potential from an investment in a small concern. 

Mr. Vantk. Why not limit the call by a period of time, and leave 
the basic restriction still in the law ? 

Mr. McCatium. Well, it is there. At the present time it is callable 
in 90 days. This is what was objected to by the investment companies. 

Mr. Vanrk. What would be wrong with extending that period 
to perhaps 3 years or 5 years? Would it not be a good thing to leave 
it in the law 4 

Mr. Reap. If I may say something, the convertible debenture as it 
is now envisioned in the law would certainly be one of the acceptable 
forms of financing under SBA regulations, but there have been sev- 
eral complaints about it, one of which is that if your right to acquire 
stock in a promising company is subject to being diminished by the 
reduction of the convertible debenture all the time, it is an unsatis- 
factory situation to be in. 

Now, if you committed, for instance, a loan where the borrower 
could repay it at any time—which we think is desirable, if a man is 
successful he should be able to repay his debts without undue pre- 
payment penalties—but in order to compensate the investment com- 
pany which has been willing to make this man a speculative loan, we 
think that many of them will want to have the right to acquire stock 
in that company, regardless of the reduction of the debt. 

Mr. Vantk. Wouldn’t it be desirable to have the available re- 
sources in a high state of fluidity where they would be used for a 
great many more loans to benefit a great many more people? In 
other words, wouldn’t the incentive be, or shouldn’t it be our desire 
that the incentive be created for the short-term type of.loan, rather 
than the long-term obligation which might tie up the resources of 
the investment company? Doesn’t the interest rate take that into 
consideration ? 

Mr. McCatium. That is not the objective of this program, sir. 
This is a long-term loan and equity capital program. 

Mr. Vantk. That is right, but there is nothing that precludes a 
short-term loan. 

Mr. McCativum. Yes, sir; there is. 

Mr. VaniK. I have no further questions. 

Mr. Parman. Thank you very much, Mr. McCallum and Mr. Read. 

(The documents entitled “Small Business Investment Companies 
Licensed by the Small Business Administration (Su plement to List 
of January 15, 1960),” as of February 16, 1960, tod ‘Cost of Small 
Business Expansion Projects by States Financed by Local Develop- 
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ment Companies With Section 502 Loans,” submitted by Mr. Mc- 
Callum, are as follows :) 


SmatL BusmIness INVESTMENT COMPANIES LICENSED BY THE SMALL BUSINESS 
ADMINISTRATION AS OF JANUARY 15, 1960 


[Small business investment companies may, under certain circumstances, 
negotiate with small business concerns outside their stated area of 
operation] 

REGION I 


First Small Business Investment Corp. of New England, 1 Federal Street, Bos- 
ton 10, Mass. Area of operation: New Hampshire, Vermont, Connecticut, 
Rhode Island, Massachusetts. 

Massachusetts Small Business Investment Co., Inc., 201 Devonshire Street, Bos- 
ton 10, Mass. Area of operation: Massachusetts. 

Narragansett Small Business Investment Co., 49 Weybosset Street, Providence 
3, R.I. Area of operation : Rhode Island. 

Prudential Small Business Investment Co., Inc., 10 State Street, Boston, Mass. 
Area of operation: Massachusetts, Vermont, Connecticut, New York, New 
Hampshire. 

REGION II 


Chemelect Capital Corp., 100 Broadway, New York, N.Y. Area of operation: New 
York, New Jersey, Pennsylvania, Connecticut. 

Empire Small Business Investment Co., Inc., 20 Broad Street, New York, N.Y. 
Area of operation: State of New York. 

Franklin Small Business Investment Corp., 925 Hempstead Turnpike, Franklin 
Square, N.Y.; 338 branches on Long Island. Area of operation: State of 
New York. 

Louisiana Equity Corp., 79 Pine Street, New York 5, N.Y. Area of operation: 
State of New York. 

Royal Small Business Funds, Inc., 12 East 41st Street, New York, N.Y. Area 
of operation : State of New York. 

Small Business Capital Corp., 60 East 42d Street, New York, N.Y. Area of 
operation : State of New York. 

Upstate Small Business Investment Co., Inc., 202 East State Street, Ithaca, 
N.Y. Area of operation: State of New York. 


REGION III 


Frankford Grocery Small Business Investment Co., Inc., G Street at Erie Ave 
nue, Philadelphia 24, Pa. Area of operation: Pennsylvania. 

The Small Business Investment Co. of Pennsylvania, 42 South 15th Street, 
Philadelphia, Pa. Area of operation: Pennsylvania. 


REGION IV 


Baltimore Business Investment Co., 1104 Mercantile Trust Building, Baltimore 
2, Md. Branches: 7801 Woodmont Avenue, Bethesda, Md., 1520 K Street 
NW., Washington 5, D.C. Area of operation: Maryland, District of Columbia, 
Delaware, Pennsylvania. 

Allied Small Business Investment Corp., 1115 17th Street NW., Washington 6, 
D.C. Branch: 7720 Wisconsin Avenue, Bethesda, Md. Area of operation: 
District of Columbia, Maryland. 

Charles Small Business Investment Corp., 101 North Charles Street, Baltimore, 
Md. Area of operation: Maryland. 

Hanover Small Business Investment Co., 411 South College Street, Charlotte 1, 
N.C. Area of operation: North Carolina, Virginia, South Carolina. 

Inter-State Business Investment Co., 233 Equitable Building, Baltimore 2, Md. 
Area of operation : Maryland. 

Merchants Investment Corp., 4531 Bennett Avenue, Charleston Heights, S.C. 
Area of operation : South Carolina. 

Mid-Atlantic Small Business Investment Co., Maryland Trust Building, Balti- 
more 2, Md. Area of operation: Delaware, New Jersey, Pennsylvania, Mary- 
land. 

Small Business Investment Co. of Virginia, 908 State Planters Bank Building, 
Richmond 19, Va. Area of operation: Virginia. 
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United Small Business Investment Corp., 534 North Calvert Street, Baltimore 
2, Md. Branch: 4386 Tower Building, Washington 5, D.C. Area of opera- 
tion : Maryland, District of Columbia. 

West Virginia First Small Business Investment Co., Post Office Box 967, 1218 
Fifth Avenue, Huntington, W. Va. Area of operation: State of West Virginia. 


REGION V 


Central Small Business Investment Co., 1310 Northwest 36th Street, Miami, Fla. 
Area of operation: Florida. 

‘The Citizens and Southern Small Business Investment Co., P.O. Box 4879, At- 
lanta, Ga. Area of operation: Georgia. 

First Miami Small Business Investment Co., 420 Lincoln Road, Miami Beach, 
Ila. Area of operation: Florida. 

First Small Business Investment Co. of Tampa, Inc., 608 Tampa Street, Tampa 
2,Fla. Area of operation: Florida. 

First Southern Investment Co., Inc., Suite 1218, Alfred I. Dupont Building, 
Miami, Fla. Area of operation: Florida. 

Greater Small Business Investment Co. of Florida, 1201 Harvey Building, West 
Palm Beacu, Fla. Area of operation: Florida. 

Lincoln Small Business Investment Co., Inc., 1885 Purdy Avenue, Miami Beach 
39, Fla. Area of operation: Florida. 

‘Tennessee Investors, Inc., Life & Casualty Tower, Church Street and Fourth 
Avenue, Nashville 3, Tenn. Area of operation: Tennessee. 

‘The Third’s Small Business Investment Co., 170 Fourth Avenue North, Nashville 
3,Tenn. Area of operation: Tennessee. 


REGION VI 


The Small Business Investment Co. of Ohio, 931 Society National Bank Building, 
Cleveland 14, Ohio. Area of operation: Ohio. 

ClevelandSmall Business Investment Co., 700 Union Commerce Building, Cleve- 
land, Ohio. Area of operation: Ohio. 


REGION VII 


Bloomington Small Business Investment Co., 410 West Washington Street, 
Bloomington, Ill. Area of operation: Illinois. 

Businessmen’s Small Business Investment Co., 188 West Randolph (Room 1615), 
Chicago, Ill. Branch: 134 North LaSalle Street, Chicago, Ill. Area of opera- 
tion: Illinois. 

First Chicago Small Business Investment Corp., 64 Old Orchard, Skokie, Il. 
Area of operation: Illinois. 

First Milwaukee Small Business Investment Corp., 743 North Fourth Street, 
Milwaukee 3, Wis. Area of operation: Wisconsin. 

First Wisconsin Investment Corp., 7385 North Water Street, Milwaukee 2, Wis. 
Area of operation: Wisconsin, Iowa, Minnesota, Michigan, Illinois. 

‘Great Lakes Small Business Investment Co., Room 1, Citizens National Bank 
Building, Tipton, Ind. Area of operation: Indiana. 

Morris Plan Business Investment Co., 128 First Avenue NE., Cedar Rapids, 
Iowa. Area of operation: Iowa. 

Thorp Small Business Investment Corp., Thorp Office Building, Thorp, Wis. 
Area of operation: Wisconsin, Minnesota. 

Wisconsin Capital Corp., 759 North Milwaukee Street, Milwaukee, Wis. Area 
of operation: State of Wisconsin. 


REGION VIII 


Fidelity Small Business Investment Co., 2338 Central Avenue NE., Minneapolis 
18, Min. Area of operation: Minnesota. 

First Banestock Small Business Investment Co., First National Soo-Line Build- 
ing, Minneapolis 2, Minn. Area of operation: Minnesota, North Dakota, South 
Dakota, and Wisconsin. 

First Midwest Small Business Investment Co., 512 Nicollet Building, Minneapolis 
2, Minn. Area of operation: Minnesota, South Dakota, North Dakota, Wis- 
consin, Iowa. 


52744—60——_3 
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REGION Ix 


ComTrustCo Investment Co., 922 Walnut Street, Kansas City 41, Mo. Area of 
operation: Kansas, Missouri. 
REGION x 


Alliance Business Investment Co., 544 Bast Third Street, Tulsa 3, Okla. Area 
of operation: Oklahoma. 

Bankers Small Business Investment Corp., Republic National Bank Building, 
Dallas, Tex. Area of operation: Texas. 

Dallas Small Business Investment Co., 1300 Main Street, Dallas 2, Tex. Area 
of operation: Texas. 

First Texas Investment Co., 120 Jefferson Street, Sulphur Springs, Tex. Area 
of operation: Texas. 

Fort Worth Capital Corp., 202 Burk Burnett Building, Fort Worth, Tex. Area 
of operation : Texas. 

= Investment Corp., 103 North Aransas, Alice, Tex. Area of operation: 

exas. 

The First Small Business Investment Co. of Louisiana, Inc.,.637 Common Street, 
New Orleans, La. Area of operation : Louisiana. 

The Small Business Investment Corp. of Texas, 705 Lamar Boulevard, Austin, 
Tex. Area of operation: Texas. 

Texas Continental Investment Co., Inc., 705 Interurban Building, 1514 Jackson 
Street, Dallas1, Tex. Area of operation: Texas. 

Small Business Investment Co. of the Southwest, 608 Kirby Building, Dallas, 
Tex. Area of operation: Texas. 

Small Business Investment Co. of Tulsa, Suite 915, 9 East Fourth Street, Tulsa, 
Okla. Area of operation: Oklahoma. 


REGION XII 


Continental Capital Corp., 120 Montgomery Street, San Francisco 4, Calif. 
Area of operation: California. 

Equity Capital Corp., P.O. Box 209, 485 Romano Street, Palo Alto, Calif. Area 
of operation: California. 

Northern California Small Business Investment Co., 345 California Avenue, 
Palo Alto, Calif. Area of operation: California. 

Small Business Enterprises, 300 Montgomery Street, San Francisco 4, Calif. Area 
of operation: California. 

Western Small Business Investment Co., 1005 A Street, San Rafael, Calif. Area 
of operation: California. 

REGION XIII 


Small Business Improvement Co., 7 North 33d Street, Billings, Mont. Area of 
operation : Montana, Wyoming. 
REGION XIV 


Capital for Small Business, Inc., 1314 Westwood Boulevard, Los Angeles, Calif. 
Area of operation: California. 

Electronics Capital Corp., 1400 Fifth Avenue, San Diego, Calif. Area of opera- 
tion: California, New York, Massassachusetts. 


REGION XV 


Regional Building Investment Corp., 16100 Kentucky Avenue, Detroit 21, Mich. 
Area of operation : Michigan. 























SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 31 


SMALL Business INVESTMENT COMPANIES LICENSED BY THE SMALL BUSINESS 
ADMINISTRATION 


(Supplement to List of January 15, 1960) 
February 16, 1960 


REGION II 
Business Equity Corp., 515 Madison Avenue, New York 22, N.Y. Area of opera- 
tion: New York. 
REGION IV 


Greater Washington Industrial Investments, Inc., 1625 Eye Street NW., Wash- 


ington 6, D.C. Area of operation: District of Columbia, Maryland, and 
Virginia. 


REGION IV 


Southern Growth Industries, Inc., 124 South Main Street, Greenville, S.C. 
Area of operation: South Carolina, North Carolina, Florida, Georgia, Vir- 
ginia, Tennessee, Mississippi, Louisiana, Alabama, and the Commonwealth 
of Puerto Rico. 


REGION VI 


Ohio Security and Small Business Investment Co., Inc., 6218 St. Clair Avenue, 
Cleveland 3, Ohio. Area of operation: Ohio. 


REGION VII 


Evansville Small Busimess Investment Corp., 416 Main Street, Evansville 2, 
Ind. Area of operation: Indiana, Illinois, and Kentucky. 


REGION VII 


Marine Business Investment Corp., 6833 North Water Street, Milwaukee 2, Wis. 
Area of operation: Wisconsin. 


REGION X 


First Small Business Investment Co. of New Orleans, Inc., 1568 Pleasure Street, 
New Orleans, La. Area of operation: Louisiana. 


REGION XIV 


First Small Business Investment Co. of California, 215 West Sixth Street, Los 
Angeles 14, Calif. Area of operation: California. 


REGION XIV 


South East Small Business Investment Co., 3422 Tweedy Boulevard, South 
Gate, Calif. Area of operation: California. 
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Cost of small business expansion projects by States 


FINANCED BY LOCAL DEVELOPMENT COMPANIES WITH SEC. 502 LOANS 










































































Total Date loan Total loan SBA 
State Development companies project authorized amount portion 
cost 
Alabama. .......- = 4 ry Mills, Inc., Bay $253,793 | Jan. 29,1960 $203, 793 $183, 414 
ine a. 
Industrial Planning Board, City | 110,000 | Dec. 1, 1959 82, 000 82, 000 
of Samson, Samson, Ala. 
Subtotals (2)........--.-.. Sy 5 eee: 285, 793 265, 414 
Colorado. -.-...-- Greater Lamar Improvement 129, 864 | May 14,1959 f a 
Co., Lamar, 
Georgia.......-.-- Bartow Industrial Develop- 79,067 | Feb. 6,1959 62, 000 62, 000 
ment Corp., Cartersville, Ga. 
ee Inc., Col- 63,000 | Nov. 18,1959 51,000 45, 900 
rt, 
Gilmer County Industrial De- 292,032 | Apr. 6,1959 234, 000 234, 000 
vesmennat Co., Ellijay, Ga. 
Jefferson Development Corp., 165,942 | Feb. 12, 1960 132, 742 132, 742 
Jefferson, Ga. 
White Industrial Development 140, 500 | June 19, 1959 100, 000 100, 000 
Corp., White, Ga. 
Subtotals (6).............. | aoe 579, 742 574, 642 
Jawa.....---+-~.-s Sumner Development Corp., 3, Nov. 4,1959 60, 000 1 
“tz Sumner, Iowa. 
Kansas........--- Greater Morris County Devel- 11,600 | Apr. 30,1959 10, 000 9, 000 
aes Corp., Council Grove, 
ans. 
Louisiana. .-...--.. Leesville Industrial Develop- 53,041 | Jan. 22,1960 41, 474 37, 327 
ment Association, Leesville, 
La. 
Minnesota.......- Alexandria Developers, Inc., 160,000 | Nov. 23, 1959 90, 000 81, 000 
Alexandria, Minn. 
Barnesville Development Corp., 98,125 | Sept. 11, 1959 60, 000 54, 000 
Barnesville, Minn 
Benson Industrial Development 25,426 | Jan. 29,1960 20, 000 20, 000 
Corp., Benson, Minn. 
A ae a 8 ere 170, 000 155, 000 
Mississippi---.-..- Yazoo County Industrial Devel- 250,000 | Nov. 20,1959 200, 000 ) 
ged Corp., Yazoo City, 
iss. 
Missouri........- Branson-Hollister Industrial 126, 447 | May 21,1959 95, 000 85, 500 
qereepmant Corp., Branson, 
Chiliieothe Industrial Develop- 350,000 | June 12,1959 197, 000 177, 300 
ment Corp., Chillicothe, Mo. 
Poplar Bluff. Industries, Inc., 172,460 | Jan. 6,1960 105, 000 78, 750 
Poplar Bluff, Mo. 
en eee! OER, OT. Festi ctkinventse 397,000 341, 550 
Nebraska........- — City Co., David City, 105,093 | July 22,1959 75, 000 56, 250 
Norfolk | Development Corp., 25,450 | July 8, 1959 18, 250 16, 425 
() 
— m, bulldne Corp., Over- 28,000 | May 25, 1959 21,000 15, 750 
Wakefield Development Co., 98, 300 | Nov. 25, 1959 73, 300 65, 970 
Wakefield, Nebr. 
Subtotals (4).......-..---- cf ee 187, 550 154, 395 
North Carolina...| Durham Industrial Develop- 70,981 | Sept. 11, 1959 63, 000 63, C00 
—_ Co., Inc., Durham, 
Farmers Industrial pecsep- 376,000 | Mé4r. 30, 1959 275, 000 247, 500 
ment Corp., Rose Hill, N. 
Richmond County Industrial 250,000 | Dec. 21, 1959 194, 000 174, 600 
Develo yar Corp., Rocking- 
Subtotals (3)_.........---. 696, 981 532, 000 485, 100 
Oklahoma.......-. Ardmore Industrial Develop- 312,500 | Jan. 14, 1960 250, 000 250, 000 





ment Corp., Ardmore, Okla. 
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Cost of small business expansion projects by States—Continued 





Total Date lvuan | Total loan SBA 
State Development companies — authorized amount portion 
cos! 





Pennsylvania..... Scranton Lackawanna Indus- $850,000 | Sept. 9, 1959 $425, 000 $250, 000 
. = Building Co., Scranton, 
a. 


Venango County Industrial 208,000 | Dec. 4, 1959 104, 000 93, 600 
eae amr Corp., Oil City, 
a 






































Venango County Industrial 60,000 | Dec. 4, 1959 30, 000 27,000 
Development Corp., Oil City, 
Pa. 
Subtotals (3).............- 1, 118, 000 559, 000 370, 600 
South Carolina__- Meonuteseuring Enterprises, 108, 620 | June 22, 1959 84, 000 75, 600 
Inc., Sumter, 8.C. 
Manufacturing Enterprises, 80,479 | June 22, 1959 61, 000 54, 900 
Inc., Sumter, 8.C. 
Wagener Holding Corp., 126,000 | Dec, 15, 1958 96, 000 76, 800 
Wagener, 8.C. 
Subtotals @) See eee 908,608 F.W2. si ..si.~~ 241, 000 207, 300 
Tennessee. ...._.-. LaFollette Development Corp., 35, 000 | Sept. 28, 1959 28, 000 28, 000 
LaFollette, Tenn. 
Me iiiniclacins Hays County Industrial Devel- 337,180 | Sept. 23, 1959 250, 000 225, 000, 
opment Foundation, San 
Marcos, Tex. 
Virginia.......... Blacksburg Industrial Facilities, 321,000 | May 15, 1959 230, 000 207, 00 
Inc., Blacksburg, Va. 
Emporia Industrial Develop- 160,000 | Feb. 20, 1959 113, 000 101, 700 
ment Corp., Emporia, Va. 
Subtotals (2).............. SE aE 343, 000 308, 700 
Grand total (36)..........- . 4 |S eee 4, 224, 559 3, 752, 028 
Percsntett... nc. scinccccae ge ea ee eee x 69. 2 61.4 





FINANCED BY STATE DEVELOPMENT COMPANIES WITH SEC. 501 LOANS 





Rhode Island...__ Business Development Co. of $627, 500 | June 29, 1959 $313, 750 $313, 750 
_ Island, Providence, 




















Mr. Parman. Mr. Noone, I understand you want to present the 
statement of Mr. Thomas Grant, Jr., president of the National Asso- 
ciation of Small Business Investment Companies, in view of the fact 
that Mr. Grant could not get here on account of transportation 
difficulties. 

Mr. Noone. That is right. He telephoned me at 11 o’clock last 
night that he had every intention of being here but up to 11 o’clock 
last night he had not been able to make arrangements to get here. 

Mr. Patrman. Would you like to file it for the record ? 

Mr. Noonz. The statement and principles are rather brief, sir, if I 
may I would like to cover those. 

Mr. Parman. Very well. 

Will you see if you can do it within the limitation of time that we 
have. We have to be on the floor. 

Mr. Noone. Yes, sir. 
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STATEMENT OF THOMAS GRANT, JR., PRESIDENT, NATIONAL AS- 
SOCIATION OF SMALL BUSINESS INVESTMENT COMPANIES, AS 
READ BY CHARLES M. NOONE, GENERAL COUNSEL 


Mr. Noonr. My name is Charles M. Noone. I am general counsel 
of the National Association of Small Business Investment Companies. 

Your notice of February 18, announcing these hearings, indicated 
that your committee is primarily interested in S. 2611. 

Let me say at the outset that our membership is most anxious to see 
this bill approved by the Congress, although we hope that your com- 
mittee will see fit to amend and extend the provisions of the bill as 
now written so as to correct certain other problems which have arisen 
since S. 2611 was approved by the Senate last year. I shall refer to 
‘these new problems during the course of my analysis of S. 2611. 

I would like to offer the following comments on the provisions of 
S. 2611 which we consider most important : 

Section 4 of S. 2611, which would terminate the present authority 
for SBIC’s to act as depositories and fiscal agents of the United States, 
-has our full support. We would agree with the Senate Banking and 
Currency Committee that this power is not needed and that it has 
complicated the efforts of some proponents to organize in certain 
jurisdictions. 

Section 5 of S. 2611, which provides for the exemption from the 
provisions of the Bank Holding Company Act of 1956, has caused 
concern among some of our smaller members who fear that such an 
exemption would open up this new program to domination by the 
large banks. Whether they are right or wrong in this fear I am not 

repared to say. The majority of our membership have no strong 

eeling on this provision either way. 

Section 6 of S. 2611 is the most significant provision of the bill. 
Its primary objective is stated to be to open up to SBIC’s the means 
by which they may acquire equities in small concerns receiving funds 
from them. 

Our membership is unanimously in favor of adding this flexibility 
to the program, but we would like to suggest that this committee con- 
sider amending the present language to specify in a nonexclusive 
fashion the various types of securities which an SBIC might acquire. 
This section now provides that the SBIC may supply equity capital 
“in such manner and under such terms” as it may fix, but then adds, 
“with the approval, by regulation or otherwise, of the Administra- 
tion,” the latter term referring, of course, to SBA. 

We are aware of the fact that SBA favors this provision of S. 
9611, but in view of the difficulties SBA has experienced in publish- 
ing its regulations to date under this new program, we would like 
to suggest that the law itself spell out the types of equity securities 
which an SBIC might acquire. 

We believe that specific language on this point right in the law it- 
self would obviate the necessity for our having to wait for the publi- 
cation of regulations. We recommend that the following language 
be added at the end of section 6 of S. 2611: 


In supplying equity capital to a small business concern, the small business 
investment company shall be permitted to acquire any type of equity security 
agreeable to the small business concern, including but not limited to common 
stock, preferred stock, convertible debentures, stock warrants, or any combina- 
tion thereof. 
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Referring to the same section, it now provides for the furnishing of 
equity capital only to incorporated small business concerns. We rec- 
ommend that SBIC’s be authorized to supply equity capital to unin- 
corporated smal] businesses as well. 

We feel that this could be permitted through a limited partner- 
ship arrangement or any other arrangement sanctioned by local law. 
It is clear thus far in the program that SBIC’s favor equity-type 
investments. 

According to statistics released by SBA, SBIC’s have thus far com- 
mitted some $6.5 million for the purchase of convertible debentures 
and only $4.3 million on long-term loans. 

It is generally agreed that only some 15 percent of the business 
concerns in this country are in corporate form. Thus, as the law 
now stands, there is a built-in bias in favor of corporations seeking 
funds from the SBIC’s. 

We believe that if these new companies were permitted to acquire 
equities in unincorporated small business concerns, we would see a 
much larger flow of funds to the 85 percent of American businesses 
now operating in the form of partnerships or sole proprietorships. 

Still another way to stimulate the flow of funds to unincorporated 
businesses would be to amend subchapter S of the Internal Revenue 
Code to permit small corporations to issue their securities to SBIC’s 
without losing their election to be taxed as partnerships, as is now 
the case. Subchapter S now provides that the election to be taxed as 
a partnership is open only to corporations having 10 or fewer stock- 
holders, all of whom are individuals or estates. 

If a corporation, such as an SBIC, were to become a stockholder 
in one of these small corporations exercising the election undez sub- 
chapter S, the election would automatically terminate. 

We recommend that this committee sponsor an amendment of sub- 
chapter S which would permit an SBIC to acquire an equity in a 
small electing corporation without that corporation losing its elec- 
tion. 

We are also very much in favor of the following additional changes 
in the existing law which would be achieved by section 6 of S. 2611: 

1. Elimination of the callable provisions of the present law on 
outstanding debentures ; 

2. The elimination of the present mandatory provision with refer- 
ence to the purchase of stock in the SBIC by the small concern issuing 
convertible debentures to the SBIC; and 

3. Permission for the SBIC to take collateral on convertible de- 
bentures or other equity-type securities, which is implicit in section 6. 

We note also that section 6 would eliminate the reference in the 

resent law to the right of an SBIC to require the borrower to re- 
nance all outstanding indebtedness and to permit the SBIC the first 
opportunity to supply any additional financing. 

While the language of section 6 is silent on these matters, we do 
not interpret this to bar an SBIC from imposing these conditions on 
a borrower, nor do we think it should. If in fact the Congress in- 
tends by this language change to deny these rights to an SBIC, we 
would most strongly oppose such a change in the law. 

Section 7 of S. 2611 would exempt SBIC’s from the provisions of 
the Money Lenders’ Act of the District of Columbia. This law has 
been a hindrance to the full operation of SBIC’s licensed in the Dis- 
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trict of Columbia, and I therefore hope this committee will give its: 
full support to this particular provision of S. 2611. 

Turning now to some of the other problems which have arisen re- 
cently in this new program, I would lke to refer specifically to testi- 
mony received by the Senate Small Business Committee in its hear- 
ings on this program conducted 2 weeks ago. 

understand that Senator Sparkman, chairman of that committee, 
will be before you later this week to report to you his views on needed 
changes in the law. I will not presume to speak for so able a spokes- 
man for this new industry. 

I understand also that other members of our association will like- 
wise be testifying on specific problem areas which are of concern to our 
membership generally, so I will confine myself to very brief remarks 
on the matters which I feel require most urgent action. 

First and foremost, I believe that SBIC’s should be exempt from 
regulation under the Investment Company Act of 1940. In my view 
SBIC’s were never intended to be covered by that act. 

SEC’s insistence that they are subject to it has simply compounded 
the problems of trying to organize and operate these new companies. 

To take one example of the manner in which the 1940 act frustrates 
the program, SBA announced at the Senate hearings that it would 
now permit SBIC’s to grant stock options. This is something which 
we have been seeking since the inception of this program. 

Stock options are the most economical and the most practical form 
of compensation we can offer the people necessary to run these new 
companies. But SEC pointed out that the issuance of stock options 
would be barred to companies subject to the 1940 act. It may be true 
that only relatively few of the present companies are subject to the 
act, but it is clear that if they are to grow as the Congress intended, 
then ultimately every one of them will be subject to the act. 

If for no other reason than to permit SBIC’s to issue stock options, 
I believe it imperative that they be granted an exemption from the 
Investment Company Act of 1940. 

H.R. 8096, introduced in the House of Representatives last July 
by Hon. Joe L. Evins, the very able and articulate member of the 
House Small Business Committee, proposes just such an exemption. 

I urge this committee to incorporate the provisions of H.R. 8096 
into S. 2611 so as to expedite action by the Congress on this most 
important matter. 

Finally, and in summary fashion, I want to urge this committee 
to extend the provisions of S. 2611 to accomplish the following addi- 
tional goals, all designed to foster and encourage the formation and 
growth of this new program: 

1. Provide a statutory, tax-deductible loss reserve for SBIC’s up 
to 30 percent of their income from interest, with a cumulative ceiling 
of 18 percent of their invested funds; 

2. Permission for SBIC’s to participate with SBA in loans to small 
business concerns under the provisions of section 7 of the Small Busi- 
ness Act; 

3. Permit SBIC’s to acquire funds under section 303 (b) of the act 
ithegt requiring them to pledge their portfolio securities as col- 

ateral; 

4, Eliminate the restriction that idle funds may be invested only 
in Government obligations; and 
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5. Provide for a rediscounting agency to acquire the portfolio 
securities of SBIC’s, thus providing them with additional funds to be 
invested in furtherance of the purposes and provisions of the Small 
Business Investment Act of 1958. 

I note that many of these recommendations have already received 
the endorsement of the full House Small Business Committee. I hope 
that the members of this committee will take advantage of the oppor- 
tunity they have in S. 2611 to accomplish as quickly as possible the 
many changes which we feel are necessary in order to ensure the 
success of the small business investment program. 

Thank you very much. 

Mr. Parman. Your name is Charles M. Noone? 

Mr. Noone. Yes, sir, N-o-o-n-e. 

Mr. Parman. General Counsel of the National Association of Small 
Business Investment Cos. 

Mr. Noone. That is right. 

Mr. Parman. We are glad to have this testimony. It will be use- 
ful to us and we appreciate it very much. 

Are there any questions ? 

Mr. Miter. Mr. Chairman. 

Mr. Parman. Mr. Miller. 

7 ry Miter. You were in the room at the time Mr. McCallum testi- 
ed? 

Mr. Noone. Yes, sir. 

Mr. Miter. Having in mind the types of equities under discus- 
sion, did you hear his answers to the questions raised by you on 
page 2 of your testimony? I refer apecatically to fears as to the 
complexity of the regulations, to delay? You heard him testify that 
the regulations would be general, and that he was afraid that if such 


regulations were written into the statute that they might not cover 
all situations, 


Mr. Noone. Yes, sir. 

I heard your question, Mr. Miller, and it was directed, as I under- 
stood it to the matter of, No. 1, delay in getting out regulations, and, 
No. 2, operating under them. 

My comments in the statement are directed to the first portion of 
the problem, namely the delay in getting regulations published. 

e recognize that SBA favors this type of flexibility, but we also 
recognize that, due to the nature of the administrative process, it is 
going to take the SBA a considerable period of time to publish regula- 
tions to implement this section. 

It is our feeling and the feeling of people operating these com- 
panies that they would like the opportunity to go into other types of 
equities, without delay. 

I know of some small business investment companies which are now 
writing agreements in the alternative, providing for a type of equity 
security other than a convertible debenture, contingent upon the ap- 
proval of S. 2611 and the publication of regulations by SBA. 

I think it would greatly expedite the process and make this a 
portunity available to these companies much more quickly if the 
Congress actually wrote into law, in a nonexclusive way, the types 
of other equity securities that an SBIC might acquire. 

Mr. Mirtrr. I am glad you used that word “nonexclusive” because 
as I understand it, Mr. McCallum indicated that this might fix into 
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law too rigid requirements which would not accommodate to the new 
ways and means of raising such capital. 

Mr. Noone. Yes, sir, but the language we suggest states that they 
shall be permitted to acquire “any type of equity security agreeable 
to the small business concern, including but not limited to” the most 
popular types of equity securities. 

Mr. Mitier. Also, how does that go to his response that the regula- 
tions would be general enough to cover most types of situations / 

Mr. Noone. That is highly desirable, and yet, there is the fear, I 
believe, that if they are too general, these companies, being subject to 
close regulation by SBA, would feel obliged nevertheless to come to 
SBA to ask for specific authority to adopt this or that type of equity 
security. 

Mr. Murr. Mr. Chairman, I see that Mr. McCallum is still in the 
room. I wonder if we might consider it an appropriate request that 
he supply us with any additional information based on the testimony 
of Mr. Noone. 

Mr. Parman. Mr. McCallum. 

Mr. McCautivum. Yes, sir. 

Mr. Parman. Will that be satisfactory ? 

Mr. McCatuivum. I will be glad to do so. 

Mr. Parman. I wish you would supply it in connection with the 
correction of your transcript. 

(The data referred to above is as follows :) 
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Washington, D.C., March 16, 1960. 


SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 


Hon. Wricut PATMAN, 

Chairman, Subcommittee No. 3, 

Committee on Banking and Currency, 
House of Representatives, Washington, D.C. 

Dear Mr. PatMan: At the close of the hearings held by your subcommittee 
on March 7, 1960, Mr. Philip McCallum, Administrator, Small Business Ad- 
ministration was asked to comment on certain testimony given by Mr. Charles 
Noone, general counsel of the National Association of Small Business Invest- 
ment Companies. 

Section 6 of S. 2611 would amend section 304 of the Small Business Invest- 
ment Act of 1958 to read as follows: 

“Seo. 304. It shall be a function of each small business investment company 
to provide a source of equity capital for incorporated small business concerns, 
in such manner and under such terms as the small business investment com- 
pany may fix with the approval, by regulation or otherwise, of the Adminis- 
tration.” 

Mr. Noone suggested that the following language be added to the above 
amendment : 

“In supplying equity capital to a small business concern, the small business. 
investment company shall be permitted to acquire any type of equity security 
agreeable to the small business concern, including but not limited to common 
stock, preferred stock, convertible debentures, stock warrants, or any combina- 
tion thereof.” 

The proposed addition, according to Mr. Noone, would make it possible for 
investment companies to acquire any type of equity security from small con- 
cerns without the necessity for publication by SBA of a regulation describing 
the equity capital arrangements approved by SBA. 

The language of the change recommended by Mr. Noone would seem to limit 
the authority of SBA to disapprove any equity capital arrangement which the 
agency found objectionable because, for example, some preferred stock with 
certain features or some combination of types of equity financing might be 
patently unfair to small concerns. While we doubt that this was the purpose 
of Mr. Noone’s change we are compelled to object to its adoption for the fore- 
going reason. In our view, under the present language of S. 2611 the revised 
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section 304 of the act would authorize approval of all types of equity capital 
arrangements but would not require such approval. This approach not only 
is preferable but also, we feel, mandatory. 

If the Congress adopts section 6 of S. 2611 we do not anticipate any delay 
in the publication of a regulation generally describing the equity capital ar- 
rangements approved by SBA. As we have stated in our testimony, approval 
on an individual case-by-case basis is not contemplated and would not be re- 
quired. If the purpose of Mr. Noone’s suggestion is to make new types of equity 
capital arrangements available immediately upon the enactment of the pro- 
posed amendments, we recommend that the new provision be revised to read 
as follows: 

“In the absence of any regulation by the Administration, in supplying equity 
capital to a small business concern, the small business investment company 
shall be permitted to acquire any type of equity security including but not 
limited to common stock, preferred stock, notes, debentures (convertible or 
otherwise), stock purchase warrants, or combinations thereof.” 

While we do not recommend the adoption of the foregoing language, because 
as a practical matter we see no need for it, we would not object to it. We would, 
however, strongly object to any change which would curb the authority of the 
Administration to limit or otherwise regulate equity capital arrangements 


which are unfair or which subvert the aims of the act or are otherwise 
objectionable. 


Sincerely yours, 
Duncan H. Reap, Deputy Administrator. 

Mr. Mitxer. That is all, Mr. Chairman. 

Mr. Patman. Thank you very much, Mr. Noone. 

Mr. Noone. Thank you, sir. 

Mr. Parman. The committee will stand in recess until Wednesday 
at, 10 o’clock. 

(Whereupon, at 12 noon, the committee adjourned, to reconvene at 
10 a.m., Wednesday, March 9, 1960.) 
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WEDNESDAY, MARCH 9, 1960 


Hovst or REPRESENTATIVES, 
CoMMITTEE ON BANKING AND CURRENCY, 
SuscomMitTr£E No. 3, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. Wright Patman (chairman 
of the subcommittee) presiding. 

Present: Representatives , Spence, Vanik, Burke, Miller, 
Johnson, Kilburn, and Milliken. 

Mr. Parman. The committee will please come to order. 

We have as our first witness this morning, Hon. John Sparkman, 
U.S. Senator from Alabama. 

Senator Sparkman, I notice you have a prepared statement. Would 
you like to follow the text of this statement by reading it or would 
you like to file it and comment upon it? 

Senator SparKkMAN. I believe, Mr. Chairman, if it is all right, I 
should like to read it because there is a good bit of rather technical 
matter in it. 

Mr. Parman. You may proceed as you desire, sir. 

Senator Sparkman. I apologize for the length, but it is about the 
only way I know to cover it. 


STATEMENT OF HON. JOHN SPARKMAN, CHAIRMAN, SENATE 
SELECT COMMITTEE ON SMALL BUSINESS, U.S. SENATE; ACCOM- 
PANIED BY WALTER STULTS, STAFF DIRECTOR, AND T. PETER 
ANSBERRY, COUNSEL 


Senator SparkMAN. Let me say first that I greatly appreciate the 
privilege of yd FE before this subcommittee to discuss amend- 
ments to the Small Business Investment Act of 1958, It is always 
a pleasure to take part in the continuing cooperative efforts involving 
the Banking and Currency Committees and the Small Business Com- 
mittees of the House of Representatives and the Senate. 

Mr. Chairman, you and I have long been ardent advocates of the 
capital bank or investment company concept and I am hopeful that 
the hearings held 2 weeks ago by our Small Business Committee and 
these hearings this week by your subcommittee will inject a new burst 
of enthusiasm and activity in the 18-month-old small business invest- 
ment company program. 

By the way, Mr. Chairman, let me say that I have with me Mr. 
Walter Stults, who is the staff director, as you know, of the Small 
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Business Committee, and Mr. Peter Ansberry, a very fine lawyer, 
counsel with the committee. 

Mr. Parman. Weare glad to have them. 

Senator Sparkman. May [ at this time also—I have just made ref- 
erence to the fact that this is the subcommittee of the Legislative 
Committee, whereas I am appearing as chairman of the Small Busi- 
ness Committee. 

Mr. Parman. I understand. 

Senator Sparkman. Which does not have legislative authority. 

Mr. Parman. We understand. 

Senator Sparkman. However, I am also a member of the Legisla- 
tive Subcommittee of the Senate Banking and Currency Committee. 
The chairman of that subcommittee is Senator Proxmire of Wiscon- 
sin. He has given a great deal of time and work to this legislation, 
particularly to S. 2611, the bill pending before you, which the Senate 
passed last year. 

He did not participate in the Small Business Committee hearings 
that I have made reference to, although he did have a staff member 
‘present throughout. He told me yesterday that he might like to ap- 
pear before this subcommittee. I am not sure that he would. But if 
he should like to, I would like very much to urge that he be permitted 
‘to-do it because he has done an excellent job as chairman. 

_ Mr. Parman. We shall be very glad to hear Senator Proxmire. We 
will arrange a convenient time for him. 

Senator Sparkman. Fine. He has given a great deal of work to 
the bill that has already been passed and he is now studying the 
suggestions made at these hearings. I don’t know what his views are; 
I don’t know whether he will agree with me in the presentation or not, 
but as chairman of the subcommittee, if he does ask to appear I hope 
you will hear him, and I felt certain that you would. 

The honeymoon is over on this program, and has been for about 6 
months. Bitter and disillusioned attacks on the administration of 
the act have emanated from leading financial writers since that time, 
replacing an era of hopeful good feeling which occurred during most 
of the year following the enactment of the legislation in August 1958. 
The program has been called an “appalling flop * * * strangling in 
redtape.’ ’ 

ieee 6 months ago, the Senate Small Business Committee de- 
cided to conduct a field study of the program to check on this criticism. 
In addition to discussions with the Administrator and his aides, our 
counsel have traveled over most of the country discussing the act and 
its administration with the small business investment companies 
licensed under the act, prospective organizers of the SBIC’s and with 
the regional personnel of the Small Business Administration, and 

‘particularly with its investment division officers in each region. 

During our hearings last month, a broad cross-section of the small 
business investment companies and the proponents testified, together 
with the Administrator and his aides. They say that we had 3 full 
days of hearings and they were very fine hearings. 

The committee presently has a report in an advanced stage of prep- 
aration, but it, as well as printed copies of the testimony, will not be 
available for another week or so. j 

Consequently, my testimony here represents my own views at this 
time, although I believe that most of the members, at least, of my 
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committee, will share these views after they have had an opportunity 
to review the hearings, staff field memorandums and the draft report. 

May I say just a word with respect to our findings on the charges 
that “redtape” is ruining the new program and that it is an “appalling 
flop.” 

The caution displayed in late 1958 because of fears the “fast buck” 
boys would invade the program was not only understandable, but 
also commendable, to my way of thinking. But, as I said at our 
hearings, this caution has tended to degenerate into an ultraconserva- 
tive approach to administration as conditions now stand. There is 
now no phalanx of shady operators trying to knock down the gates. 
A high type of men, of great vision and courage, are, generally speak- 
ing, in control of the SBIC’s. 

Obstacles have been placed in their way needlessly. The law has 
been strictly construed; the rules adopted by the SBA have been 
similarly stringent. Worse than that, however, these rules, or “red 
tape,” have not been currently published in the Federal Register as 
required by law. 

This failure to publish the rules of the game, as much as the restric- 
tive contents of the regulations themselves, has created an undercurrent 
of resentment and has produced unnecessary delays. 

Turning to the overall state of the program, I feel it is no longer 
quite fair to characterize it asa complete failure. A hopeful beginning 
has been made. On the other hand, it is certainly not yet the outstand- 
ing success we all visualized and desired when we passed the act. It 
needs both legislative shoring-up and courageous, flexible, and imagi- 
native administration. 

Therefore, I am sure that our committee will make it clear that we 
expect those responsible for officially guiding the program to proceed 
with both diligence and aggressiveness. If your group reaches sim- 
ilar conclusions, I hope you will join with us in making the legislative 
intent crystal clear. 

S. 2611 


Our committee strongly believes that the enactment of S. 2611 will 
mark real progress in removing some of the most obvious “bugs” in 
this new mechanism. We were delighted when the Senate passed it 
last September, and I wish to urge upon you the favorable considera- 
tion of the two major and two minor provisions contained in the bill. 

During our entire study, we found no opposition at all to S. 2611. 
On the contrary, everyone was united in the belief that these changes 
would improve the program. The added flexibility given to SBIC’s 
to negotiate any form of equity investment with small businesses and 
the removal of the requirement for companies receiving funds to 
purchase stock in the SBIC are both important, noncontroversial first 
steps in our legislative campaign to make the 1958 act live up to its full 
promise. 

FURTHER AMENDMENTS TO S. 2611 


I am convinced, however, that the changes presently embodied in 
S. 2611 are in themselves not sufficient to spur any vast new activity 
in this most important program. . 

At first blush, the figures on the first year and a half of the Small 
Business Investment Act seems significant; studied more carefully, 
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however, the $40 million of private funds now invested in SBIC’s 
shrinks to lilliputian dimensions when measured against the $800 
million of section 7 loans SBA has made and against the $6 billion 
which, according to the Federal Reserve Board, has been invested in 
the 1 million new businesses added to the business population since 
the end of World War IT. 

In the pages to follow, I shall spell out five specific recommenda- 
tions which, I strongly believe, will convince small business invest- 
ment companies and their organizers of the financial soundness of 
the program and give them every incentive to bend their efforts to 
closing the critical equity capital and long-term credit gap which has 
for so long hobbled successful and worthy small businesses. I shall 
also make one legislative proposal designed to keep usuary out of the 
program. 

Briefly, I recommend these positive steps: 

1. The leverage of SBIC’s should be bettered through increasing 
the amount of SBA funds available under sections 302 and 303. 

2. Restricted stock options should be allowed by law so SBIC’s 
may attract and keep the highly qualified managers they require. 

3. The inherent risks in this program should be recognized through 
a statutory tax deductible bad debt reserve allowing a measure of tax 
deferral. 

4, As is the case for mutual funds, SBIC’s should be allowed to 
“pass through” capital gains. 

5. Perhaps SBIC’s should be enabled to utilize their skills and off- 
set administrative and fixed costs by participation in SBA loans. 

These changes should make it easier and more profitable to organ- 
ize and operate small business investment companies. Therefore, I 
strongly urge legislative action to remove the taint of usuary from 
the program. SBA now allows investment companies to charge up to 
15 percent interest from small business borrowers. I cry out against 
such unconscionable rates and propose to set a legal maximum. 

Mr. Chairman, let me say that I was not aware of the fact that this 
maximum rate was allowable until in the course of the hearings it 
appeared that, in at least one instance, a small business loan had been 
made at a rate of interest of 15 percent. 

Now, perhaps I should not call that a rate of interest, because it 
involves other charges in connection with it, but it is a cost of get- 
ting the capital, whatever name you may call it by, and I simply 
cannot see how small business can hope to survive if it has to pay 
15 percent for the purpose of getting capital that it so badly needs 
in order to provide the plant expansion, the necessary operating base 
that it needs, and all of those things, for the relief of which this act 
was passed. é 

With your permission, Mr. Chairman, I should like to spell out 
each of these six recommendations. 


A. LEVERAGE 


Our committee heard numerous thoughtful requests for changes 
in the act. Since we are all well aware that this is an experimental 
program, we should be willing to make legislative amendments 
promptly to overcome the obstacles which become apparent as further: 
experience is gained. 
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Probably the most vital of these issues is that of leverage-managing 
the lending of other people’s money. Banks, finance companies, and 
commercial factors, among others, earn their way primarily through 
this leverage feature. 

For example, commercial banks ordinarily have deposits of well 
over 10 times the dollar value of their own capital and surplus. Even 
after providing for all reserves, they often are able to lend 10 times 
their own capital. 

By law, small business investment. companies are permitted a ratio 
of 4to 1. But this is merely a “hunting license” and I assure you the 
hunting has not been good to date. The testimony establishes that 
few if any banks or other sources of private funds will lend to SBIC’s 
at this time—and certainly none in a 4 to 1 ratio. 

Therefore, if the SBIC’s are to achieve a leverage factor permitting 

rofitable operations, the Government is the prime source at present. 

ut, except for the very smallest companies, the Government today 
gives only 1% to 1 ratio—by allowin SBIC’s to borrow 50 cents on 
the dollar of private capital from SBA under section 303(b) of the 
act. I am convinced that this present leverage is completely inade- 
quate. 

The testimony stands unchallenged that the usual minimum eco- 
nomic size for an independent SBIC is between $1 and $5 million of 
lendable funds. I believe that $2 million of capital is a highly desir- 
able goal for most SBIC’s. Even then the loan limit to any borrower 
is $400,000 and this is merely enough for the capital needs of a 
typical growing, healthy, small manufacturing enterprise while in the 
equity gap area. 

Moreover, the normal gross earnings on $2 million of capital is 
barely enough to carry the staff needed for a successful SBIC and still 
provide a minimum return on the risk capital. 

I feel that this leverage should be increased by (1) increasing the 
maximum amount of subordinated debentures SBA purchases in an 
SBIC from $150,000 to $1,000,000, on the same basis as now—that is, 
matching the private funds dollar for dollar, and (2) increasing the 
section 303 loans SBA may make from 50 percent of the company’s 
capital to 100 percent. 

Assuming these two changes were made in the law, the total re- 
sources available for lending to and investing in small business, related 
to their private capital, can be shown by the following chart: 











Government 
Private Total 
capital Subordinated resources 
debentures | Loans under 
under sec. sec. 303 
302 
$150, 000 $150, 000 $300, 000 $600, 000 
300, 000 300, 000 600, 000 1, 200, 000 
500, 000 500, 000 1,000, 000 2, 000, 000 
1, 000, 000 1,000, 000 2,000, 000 4, 000, 000 
2,000, 000 1, 000, 000 3, 000, 000 6, 000, 000 
5, 000, 000 1, 000, 000 6, 000, 000 12, 000, 000 
20, 000, 000 1, 000, 000 21, 000, 000 42, 000, 000 
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It will be noted that minimum economic size would be achieved 
at a level of $500,000 of private funds, where $2 million of lendable 
funds could be achieved. This is a sum of private capital which, in 
most communities, a vigorous group of organizers should be able 
to raise. 

The present positive incentive to remain at the tiny $150,000 level 
of private capital (leverage four times better than now available to 
the man who raises $600,000 or over) would be wholly eliminated. 

On the other hand, for SBICs with over $1 million of private 
eapital, incentives would begin to decrease as leverage gradually 
trends down from 3 to 1 ($3 of Government loans against $1 of priv- 
ate capital) to slightly over 1 to 1 at the level of $20,000,000 of private 
_ ital, where only $22,000,000 of Government loans would be avail- 
able. 

I believe this is sound, since a large number of competitive SBICs 
in the medium-size range—resources of $2 to $5 million—ought to be 
encouraged. Their loan ceilings would be adequate for the needs of 
most small businesses ($200,000 to $500,000). Their gross earnings 
would be large enough to permit an adequate staff, while earning a 
reasonable profit from regular income (exclusive of capital gains) 
due to the leverage provided. 

The hope of capital gains, coupled with the favorable tax treatment 
of both gains and losses, should attract much private capital to the 
program. 

The risk of loss to SBA, I believe, is far less in a viable $2 million 
company than in a tiny $150,000 pilot operation. The small com- 
pany can hardly hope to make any money. The larger one properly 
managed, normally should make a fair return, thus securing SBA’s 
funds. 

Experience has shown that the reasonable hope of profit is the only 
motive for directing private capital and able managers into this pio- 
neering and difficult field. Witness after witness testified they were 
merely running pilot operations and might well quit if adequate 
capital could not be attracted and normal leverage achieved. 

One SBIC is already in the process of liquidating and another has 
completed a partial liquidation. 

The problem, therefore, is real and acute. The time to make the 
program workable and attractive is now, before the strong initial 
enthusiasm of management and capital is wholly dissipated. 

It is not visonary to hope that retained earnings would, over a 

riod, permit retirement of the subordinated debentures bought by 

BA over the second half of their 20 year life, without impairment 
of the capital of the SBIC’s. 

In that event, and assuming that eventually private lending insti- 
tutions would become willing to rediscount the loans made by sound 
SBIC’s, thus eliminating the need of 303 loans, the Government might 
well have created a system of SBIC’s with an industrywide capital 
of several hundred million dollars at a cost merely of lending, at a 
profit, for 20 years at most, a hundred or so million. Actually, the 
Government would make a manifold profit. 

The spread over its cost of funds; the tax on the earnings of 
SBIC’s and on SBIC dividends; and the tax on the earnings of 
properly financed growth small businesses would contribute materially 
to an enormous cash profit to the Government. This cash profit in 
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turn would be dwarfed by the social gains in terms of human values— 
new jobs, new businesses, new life for the capital-short areas of our 
country. 

B. RESTRICTED STOCK OPTIONS 


And I emphasize the first word “Restricted.” 

Turning to the question of restricted stock options, I feel that this 
usual and fair incentive for able managers should be extended to 
SBIC’s. They must compete with other businesses for their manage- 
ment personnel. They certainly need the best, and ought not to enter 
the hiring arena with a hand tied behind them. 

The situation presently is that SBA has recently reversed its long- 
standing unpublished position that options were illegal and published 
a regulation authorizing them. 

The language of this regulation leaves something to be desired 
from the standpoint of clarity, but at least the principle is established, 
however muddily, that “thou shalt not muzzle the ox that treadeth out 
the corn.” 

Unfortunately, however, the Investment Company Act of 1940 for- 
bids options for companies within its purview. Small business in- 
vestment companies, when they make a public issue, come under its 
jurisdiction. 

I believe that a substantial proportion of these companies will ulti- 
mately have public issues, and a large proportion of those already 
licensed are considering such issues within a year or so, 

Consequently, the Investment Act prohibition of options makes 
nugatory, in large part, SBA’s recent improvement of its rules. 

The Securities and Exchange Commission, in testimony before our 
committee, took the position that the rule against options for ex- 
ecutives of regulated investment companies, including SBIC’s, is a 
sound one. The arguments advanced by SEC in support of this belief, 
however, appear feeble as applied to SBIC’s. A brief historical re- 
view will quickly demonstrate this. 

In the “roaring twenties” unscrupulous manipulators had a field 
day, and hundreds of millions of date were taken from the public 
by scandalous methods. 

One of these techniques was the issuance of huge blocks of war- 
rants to underwriters and promoters, for a nominal price, which 
drastically diluted the public’s investment, leaving the insiders in the 
“heads I win, tails you lose” situation. 

It is the chance of a return to these abuses which forms the basis 
expressed by SEC for opposition to restricted stock options for ex- 
ecutives of SBIC’s. 

It was also these abuses which led to an exhaustive study of the 
investment trust field by Congress in the late thirties, culminating in 
a rigid regulatory scheme, the Investment Company Act of 1940. This 
regulation was needed and has worked reasonably well. 

On the other hand, I do not feel that restricted stock options for 
oflicers of SBIC’s in 1960 should be prohibited on the basis of the 
1940 legislation for the following reasons: 

1. SBIC’s are regulated companies with full disclosure to SBA, 
SEC, and their investors. 

2. Restricted stock options are a very different breed of cat from 
the salable, transferable, below-market price warrants of the twenties. 
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3. Congress specifically allowed in the Internal Revenue Act of 
1954 the issuance and favorable tax treatment for carefully defined 
restricted stock options for company executives. Thus, the issue of 
public policy was decided—subsequent to the Investment Company 
Act of 1940, upon which the SEC relies. 

Let me stress again that such stock options are severely restricted : 
They can be given only to employees, and only for the period of em- 
ployment; their price must be closely related to market price; they 
are not transferable, and if capital gains treatment of gains is to be 
realized, the executive must hold the option 2 years and then buy the 
stock under the option and hold it for at least 6 months. 

This contrasts with a warrant which is just as transferable as, and 
usually looks like, a stock certificate. Warrants are usually not exer- 
cised until near their expiration date, and can be issued to anyone 
whether employed by the issuer or not. They can be and usually are 
actively traded, go through extreme price fluctuations and a gain on 
their sale is a capital gain. 

Thus, the restricted stock option on many counts is unquestionably 
more beneficial to the company issuing it than a mere warrant. Asa 
means of attracting, and holding, able personnel, it has few equals. 

On the other hand, it does, of course, dilute the equity of the stock- 
holders. But it does so openly, and with the enormous offsetting ad- 
vantage of providing needed compensation to attract the ablest brains 
to the management of that equity. 

Few are shocked at an equal partnership where the ability and work 
is provided by one partner, and the lion’s share of the capital by an- 
other. The analogy to a restricted option is close. 

While restricted options have their critics, an overwhelming ma- 
jority of students of the modern corporation favor them. It is clear 
that a class of companies now denied this tool is at a disadvantage 
in hiring executives relative to the great mass of companies. This 
disadvantage I do not believe small business investment companies 
should be saddled with during their pioneering stage, or at any time, 
for that matter. 

I therefore strongly recommend legislation permitting the use of 
restricted stock options by SBIC’s. I believe regulations of SBA 
thereunder should adopt solely the criteria of the Internal Revenue 
Code which are adequate, simple and well understood, rather than, 
as they now do, introduce further vague and unlitigated language of 
limitation. 

Whatever restricted stock options an SBIC grants must be revealed 
to and approved by its stockholders under present law, and this would 
continue under my proposal which has the support of an overwhelm- 
ing majority of SBIC’s. They are asking merely an equal chance, 
equal tools, with which to compete for executive brains, and we know 
they need that sort of executive talent. 


C. STATUTORY TAX-DEDUCTIBLE BAD DEBT RESERVE 


Mr. Parman. Senator, may I suggest that we do not have anything 
like that in the bill and we would not have jurisdiction over it, as 
you realize. I just wonder if we should discuss that. It is perfectly 
all right if you want to get into it anyway. 

Senator _weeeaneanhs Mr. Chairman, that question arose in my own 


A J ° A v. 
mind. However, we have passed legislation with somewhat similar 








SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 49 


provisions in it, through both these committees with the concurrence 
of the tax writing committees. 

Mr. Parman. Very well. Go right ahead, sir. 

Senator Sparkman. Another proposal, with substantially unani- 
mous support of existing SBIC’s, and unopposed by SBA, is the re- 
quest for a statutory tax deductible bad debt reserve similar to that 
now enjoyed by savings and loan associations. 

SBA has recently promulgated a standard accounting system for 
SBIC’s. One of the standard accounts is a reserve for bad debts. 
The SBIC manager, however, is given no guidance as to the proper 
amounts to set up in this account. 

Reference to current internal revenue law will reveal that such re- 
serves are generally permitted on the basis of company or industry 
experience, 

Infortunately, SBIC’s have substantially no experience, so some- 
body must make a prediction or guess as to future probable experience 
with investment losses in this high-risk field. 

The industry witnesses urge that Congress make this prediction, 
rather than leaving it to interminable negotiation with revenue 
agents. Congress has done this with savings and loan associations. 

The problem of arriving at an equitable formula in this field is not 
a simple one. A variety of solutions were suggested. One question 
is the base on which the reserve should be calculated. Possible bases 
include invested capital, income, and amount of outstanding loans. 
The best base appears to be the amount of loans outstanding. This 
has the most direct relationship to the risk sought to be covered by 
the reserve. 

The next question is the percentage of the base which ought to be 
allowed. Witnesses have expressed a variety of views, ranging from 
the neighborhood of 10 percent to 40 percent. Since the law permits 
an SBIC to invest only 20 percent of its capital in a particular small 
business, it takes a minimum of five investments to reach a fully 
loaned position. 

The testimony is that many loans are at or near the 20 percent ceil- 
ing. Hence,a single “bad apple” in the investment barrel of a typical 
SBIC can mean a loss of 20 percent of its capital. 

Recognizing that this field should be later reviewed in the light of 
actual experience of SBIC’s, I cannot believe that a reserve of 20 per- 
cent is too liberal. This would cover merely a single total loss, or two 
50-percent losses, of a maxijnum investment, out of portfolio likely to 
consist of 10 or more investeionta, 

This is not, of course, a positive tax benefit, but a tax deferral. 
Should the reserves later prove too high or too low, future Congresses 
can adjust it, or return to the usual basis of experience. 

But it will now be of major benefit to SBIC’s and to small business 
itself, both by attracting capital to the SBIC field and by permitting 
temporary retention of earnings free of tax to reinvest in small busi- 
ness, 

Still other sound arguments for the tax-free reserve are its conso- 
nance with sound business practice and with the similar reserve specifi- 
cally authorized by law for savings and loan associations. 

While I recognize that this proposal falls under the legislative cog- 
nizance of the tax-writing committees, I feel that this recommendation 
and the one to follow might be incorporated in an amended §8. 2611 
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and be referred to the House Ways and Means Committee for its con- 
currence before House action. 

Practically every one of the witnesses in the field who appeared be- 
fore us strongly urged this, Mr. Chairman. They strongly urged that 
some such reserve as this be created, and they all pointed to the fact 
that we had done this for mutual companies, for savings and loan com- 
panies, and for different agencies, and corporations operating on a 
somewhat similar basis. 

Now, let me say—I started to say this a few minutes ago when I got 
sidetracked. We have from time to time in legislation dealing with 
housing bills, and other projects, had tax implication, and we have on 
several occasions on the Senate side referred the matter to the Fi- 
nance Committee. And I was going to suggest it might be well for 
this particular committee to refer this provision to the House Ways 
and Means Committee. 

Now, the big question over there, was how much we should allow 

Mr. Patrman. Senator, I don’t want to suggest that you restrict 
your statement. 

Senator Sparkman. No, that is all right. I was thinking about 
some way to shorten it anyhow, and as I say, just the title of this very 
well suggests what it is. 

I was going to say about the only question in the minds of the differ- 
ent witnesses appearing before us was what the amount should be. 
Some of them said that it should be at least 12 percent, which I 
believe is the amount allowed for savings and loan associations. 
Others said other figures. Some put it up as high as 30 percent. 

I have just more or less arbitrarily suggested a level of 20 percent, 
which would represent, as I pointed out in my statement, the total 
loss of one loan, one maximum loan, the maximum amount of loan 
that the SBIC could make, or it would represent, if there happened 
to be two loans that went sour, and they recovered 50 percent, 50 per- 
cent. 

So it is not a big figure that I am suggesting, and I think that it is 
really practical and would be workable and certainly would be greatly 
helpful. 

Now, the next thing, Mr. Chairman, is— 





D. CAPITAL GAINS PASS-THROUGH 


Another suggestion of merit made at ot hearings involves extend- 
ing the so-called capital gains passthrough, now permitted regulated 
investment trusts, to SBIC’s. What this means is best illustrated by 
an example. 

A company makes a successful investment, and liquidates it at a 
capital gain of $200,000. If it elects, it may pay the entire $200,000 to 
its stockholders as a capital gain dividend. The stockholders individ- 
ually pay the tax on it at capital gain rates and no tax is paid by the 
company. 

This encourages investors to utilize regulated investment company 
expertise to manage their funds. Without this, they would be better 
off to invest funds directly, since a corporate capital gains tax of 25 
percent plus a similar tax of 25 percent at the investor level discourages 
risk taking. 
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Obviously, if this is advisable for investment trusts, no favorite of 
the law, it ought a fortiori be extended to SBIC’s, a pioneering experi- 
ment in helping small business and far more risky than investment 
in blue chips and other listed securities. 

While I personally do not feel that the adoption of this reeommen- 
dation will change to any substantial degree the method of operation 
of the SBIC’s, it is possible that this provision will help attract addi- 
tional private capital. I proceed on the assumption that any measure 
which will increase the number and the activity of SBIC’s will inevi- 
tably assist small businesses seeking equity capital and long-term 
credit. 

We know, Mr. Chairman, that regulated investment trusts are given 
this privilege now, and I am simply arguing it should be given to 
SBIC’s. 

For example, a company makes a successful investment and liqui- 
dates it at a capital gain of $200,000. If it elects to pay the entire 
$200,000 to its stockholders as a capital gain dividend, it may do so. 
The stockholders individually pay the tax on it at capital gains rates, 
and the company pays no tax at all. 

Now, if that is fair for those other regulated companies, it seems 
to me that it is only fair and reasonable for these, and at a time when 
these companies are struggling to get off the ground it might not 
— to much, but at least it would be an incentive. 

Next: 


E, PARTICIPATION IN SMALL BUSINESS ADMINISTRATION LOANS 


Let me turn to another proposed change which enjoys majority 
support in the industry, with a small minority in mild opposition. 
This is the proposal that SBIC’s should be allowed, like all other 
lending institutions, to offer participation in their loans to SBA. 

An example may be helpful. A Baltimore SBIC investigated a 
loan to an auto repair firm. The firm wished a long-term loan. The 
SBIC interested a large Baltimore bank, and together they proposed 
a joint loan by SBA and themselves to cover the needs of this worthy 
small business borrower. SBA refused, and made the entire loan 
itself. The SBIC would have made a substantial fee, as the servic- 
ing agent, on the whole plan. 

SBA’s refusal was on the theory that the legislative history of the 
acts under which they serve indicated that SBIC’s were to render 
only the stated types of assistance to small business. 

This seems a narrow view, but regardless of its merits, I believe 
that an SBIC is a financial institution, to render service to small 
business. 

Perhaps SBIC’s ought, in the future, regardless of present law, 
to be permitted to render a rounded investment banking service, 
specifically including the right to investigate, sponsor, service, and 
participate in regular SBA loans which have a maturity of more than 
5 years. 

Freshly, I should hate to see this task impinge upon their higher 
priority responsibilities. It has been shown, however, that all other 
financial institutions are able to augment their income and help off- 
set their overhead by the fees they receive from SBA for servicing 
participation loans. 
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As the Small Business Investment Act of 1958 is presently written, 
the majority of SBIC’s are finding it extremely difficult to operate 
profitably ; their limited resources do not generate sufficient income 
to cover the costs of sound management. For that reason, it is nat- 
ural that they see in this participation with SBA an opportunity 
to cut their overhead. 

Personally, I assign a much higher priority to the preceding recom- 
mendations, since I feel that there will be less call for this right to 
participate with SBA if my first four recommendations are adopted. 

Now, if we want to give substance to President Eisenhower’s prin- 
ciples announced so often of partnership between Government and 
private enterprise, I don’t see why SBA would insist on the right of 
taking Government funds and lending them for the full loan, when 
here was an opportunity to have a private industry, SBIC, and a 
private bank, participate in that loan. I believe that ought to be 
authorized. 

I suppose under the law it could be done, but I believe we ought to 
put it in there so there will be no mistake as to the legality and intent 
of Congress, that we use private funds, working with Government 
funds, whenever we can, in such a case as that which I have given. 

Now, Mr. Chairman, I come to— 


F. MAXIMUM INTEREST RATES CHARGED BY SBIC’S 


As I stated earlier in this presentation, I was greatly distressed to 
learn that the Small Business Administration is allowing small busi- 
ness investment companies to charge small businesses up to 15 percent 
interest on loans where Senate law allows. 

While no regulation has been published giving this as a permissible 
maximum, Mr. McCallum told our committee that his personnel are 
given the 15 percent ceiling through operating instructions. 

Certainly Congress did not think it was conferring a Government 
“badge” on loan sharks, nor did it realize it would lend SBIC’s public 
dollars at 5 percent interest for relending at 15 percent interest. 

The SBA, and the few SBIC’s utilizing this ceiling, justify the 
rate by pointing out the SBIC’s requirements for revenue, as well as 
the inability of small business to obtain money elsewhere at better 
rates. 

I know the latter contention may be true, but we passed the Small 
Business Investment Act for just that reason; we thought we would 
make more funds available at better terms. 

I suggest legislation limiting the maximum effective interest rate. 
At a hazard, I feel a sound approach would be to relate the limit 
chargeable by SBIC’s to the going interest rate on prime long-term 
industrial loans. 

Obviously the SBIC rate must be higher, if money is to be channeled 
from triple A credit companies to the often far more risky small busi- 
ness borrower. I should think, however, that double the prime credit 
rate should be a sufficient latitude by way of compensation for added 
risk and trouble. 
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I should therefore specifically suggest that the rate be limited, in 
the case of any SBIC utilizing SBA funds, to double the going interest 
rate, when the loan is made, for prime long-term loans. Thus, if that 
rate is 5 percent at any given time, an SBIC can charge up to 10 per- 
cent. 

As a matter of experience, the average rate, or typical rate, revealed 
by our study and hearings was about in this relationship (or lower), 
to present prime rates. We had, however, evidence of 15 percent 
rates, and I urge that Congress should put a stop to this—at least 
where Government funds are being used. 

Let me hasten to add that most SBIC’s have been lending their 
funds at rates entirely reasonable in the light of generally high in- 
terest rates. Six percent, 7 percent, and 8 percent are very common 
and with a handful of notable exceptions, 10 percent would be the ceil- 
ing actually charged, even on nonconvertible loans. Certainly I hope 
few loans would be made at or near this proposed statutory ceiling. 

But. those 12-15 percent exceptions are where the abuses can creep 
into this program. I have read that the average profitability of 
equity capital in American industry taken as a whole does not exceed 
15 percent, before taxes, by very much. And those are risk dollars. 

How can a small business of average profitability afford to borrow 
money at the very rate it may reasonably expect to earn on its equity 
dollar? Such a borrower merely spins his wheels without advancing 
his profits, and increases his risks without compensation. 

To provide flexibility in exceptional cases, I should permit the Ad- 
ministrator discretion to exceed the statutory ceiling in any specific 
case where he certified he believed the loan (a) would not otherwise 
be obtainable at a lower rate, and (b) would be profitable and not 
excessively risky to the borrowers. 

This would take care of exceptionable cases, without giving the 
present incentive to loan sharks to form SBIC’s, 

This ceiling could be enforced by a provision terminating all SBA 
borrowing privileges and calling all outstanding SBA loans to any 
SBIC guilty of exceeding the ceiling without specific certification 
from the Administrator. 

One of the arguments that I have made through the years and I 
am sure this has been true of the chairman, too, that one of the argu- 
ments in favor of this was that small business had no source of capital 
of this type. That it couldn’t afford to go into the securities market 
because the cost would be too great, and the only way it could get 
it would be from people who would charge unconscionable rates of 
interest. 

I remember being in Buffalo, N.Y. at one time, where I spoke to a 
small business concern. The man told me afterwards that he had a 
small business, he had applied to his bank but the tight money policy 
was in effect and the bank told him that they couldn’t carry him any 
more. 








54 SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 


The gentleman connected with that bank, who was really doing 
this out of a sense of trying to be helpful, came to the businessman 
after banking hours, and said, “If you are willing to pay it you can 
get the money from a certain man, but it will cost you 22 percent.” 

And I learned then that there was a good bit of that type of lending 
throughout the country. 

One of the principal purposes of enacting this legislation was to 
give to the small business people of this country a source of long-term 
equity capital that they could get at reasonable rates, and, Mr. Chair- 
man, I don’t feel that 15 percent is a reasonable rate. 

I would much rather see this operate without a fixed maximum, 
but certainly I don’t believe that we ought to have this Government 
agency approving a cost of money to small business of 15 percent. 

I don’t know. I made a recommendation in here that I don’t like. 
I have suggested that it be probably not to exceed twice the prime 
rate. It rather shocks me to make a recommendation that a small 
business will have to pay twice as much as his competitor who 
happens to have a base big enough that he can get the money at the 
prime rate. But it will be an improvement. 

Mr. Parman. Senator, I was shocked at this same disclosure here 
yesterday, and I really went into it. I don’t like it at all. It seemed 
to be against conscience, and almost extortion. 

Senator SparKMAN. I made the remark when it showed up on the 
Senate side that I felt the rate was unconscionable. 

Mr. Parman. Well, here is a contention that is made which was 
not in the record yesterday, which I have learned since that time, 
pursuing it as you have pursued it, but they claim that these loans 
are made under State law, and that in many of the States a much 
higher rate than even 15 percent can be charged. And they claim 
they are doing the small business people a favor by restricting the 
States in their efforts to charge interest in excess of 15 percent, that 
they are merely putting that restriction on the State laws, or on what 
is being done in the States. I am not offering that as justification. 

Senator SparkMANn. Yes. Well, you know what I would say to 
that? First of all, most of those State laws are enacted for handling 
small loans, not small business loans, but small personal loans. 

Mr. Parman. Yes, I realize. 

Senator SparKMAN. Usually referred to as pawnbrokers or loan 
sharks. I don’t like to use those terms because a lot of people in 
it do a sincere and conscientious business. It is a small loan interest 
rate they are talking about, rather than an interest rate to going 
businesses and industries. 

Mr. Patman. I am having a table prepared now that will disclose 
these different things, I hope. 
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(The data referred to above is as follows :) 


State interest and usury laws* 


ou 
on 





Maximum interest rates 














State May corporation interpose 
defense of usury 
Legal Contract 
Percent 

PEGE Geet i a 6 | 8 percent..............- _....| No provision. 
OE RR es eee 64.055. . a SE SE Do. 
PRE Sy ree ea ee Oa PE, SR eee? Do. 
SENG RRR See. eT ee eee Do. 
I a Tk ee fp Se a ail Yes. 
COS oad Sn sa re cd tan wae 6 | As provided in instrument._| No provision. 
OE eS ae oe to ea ern Do. 
OS SES Se eee 6 | 6 percent___._..-- eee ae No. 
District of Columbia_.........-.-- ee ee ee ae No provision. 
ye a eR ee a ee ae Ve ee eee Yes (if higher than 15 per- 

cent). 
Georgia Cl)... 2a No provision. 
| ae ®t te eh. Wo0.. 3c ......2.<,. Do. 
0” Se 6 | 8 percent._........ PATTI Do. 
| RRR RRR Sar 2: Rs “yi... SSeS eee No. 
ee ree RE * Se eee ee No (if interest agreed to in 

writing). 
CEE ee eee © Se R Pe eee oh 5 | .7 percent._..........-.-..23_| No provision. 
SIE aa a eS ye ee Do. 
RES « Ske BRE ae NE. See See! Do. 
FEE EE OIE G1 BG oni dg cicn scan negngce Do. 
te RTE EE eRe RS 6 | No provision................ Do. 
aa ak i ET ah ft .  RPR RRR eee os No. 
BE ORRIIRONNE So cccncntnanadcusie 6 | No proviniom............6..... No provision. 
ES EES SaaS REE 2S: fe’. ee No. 
| ae eae O 1 BPUNOOMt... Sees ~ cnccncasanis Do. 
DN... ccc cdutacweanasasaed i | EERE OR BS 2 No provision. 
SN oo nt iccvaesedatues O bt cad Dic ethcldcicsmnnhe No. 
EE RR ee Sh eer No ee. 
pS ES oe a = ane OS I ohn coiccononndccwnn d0. 
NEE FRE Cee Do. 
New Hampshire.................. 6 aes Do. 
New Jersey__.....-.-- ren ys Bay ® 1 @ pees osu. 4.4.42. 2 kd No. 
|” Se ae 6 | 10 <i percent if no collat- Do. 

eral. 

a Cee et GO TO ea is oc cdenncaadenust Do. 
PEON (OOROMNE. ... un. ccedscans cana "ig ease Negi “ies dea etest x Yes. 
pe DS ees eee en 4 | 7 percent..__...-- No provision. 
RP RE REM 6 | 8 percent......... No. 
SCRE Ta pee net DS Eee 6 | 10 percent Do. 
ET: SO is Ra | RS TES Pier Yes. 
ETM, ois Sendnqanascca dues 6 | 6 percent, 7 percent commis- | No. 


Rhode Island 


South Carolina 


0 Be eee 
ONIN 6 Si cc ccvedanetdumndes 
ERE CEES SAE EN 
i. PRES ER OS = Ae Des ae 
Vermont 
WEE etch dh antics chlebs hawanied 
IN 05 o55., ndacn ccna Hoth allie 
Cf A eee 
PERS L cass ctobateth Miri enews 
PE ind nc caemeeuceciaveant BR 





| 


a 





sion merchants. 

30 percent if loan exceeds 
$50; 5 percent for Ist 6 
months and 24% percent 
per month thereafter if 
loan is under $50. 

(| ee 


II a, Saicictinosuind sndind 


6 percent; 744 percent _ ._.... 
CO Se ee 
yee SAM Tiida t cadninauinate sae! 


4 ee ae eee 
6 percent._...... smintenndbie 
REE RRS ER REE 
10 and 8 percent__.........-- 





No provision. 


No as to registered and cou- 
pon bonds. 
No as to railroad corpora- 
tions only. 
No provision. 
Do. 
Do. 
Do. 


No. 
No provision. 
No. 


Do. 
No provision. 





1 The foregoing information was obtained from Commerce clearinghouse ‘‘Federal Banking Law Reports.’ 
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SUMMARY 


States in which usury laws apply to corporations: California, North Carolina, 
Oregon, and Florida. 

States in which usury laws do not apply to corporations: Delaware, Illinois, 
Indiana, Maryland, Michigan, Minnesota, Missouri, New Jersey, New Mexico, 
New York, Ohio, Oklahoma, Pennsylvania, South Carolina as to registered and 
coupon bonds. South Dakota as to railroad corporations only, Virginia, West 
Virginia, and Wisconsin. 

States in which the usury laws are silent with respect to corporations: Ala- 
bama, Alaska, Arizona, Arkansas, Colorado, Connecticut, District of Columbia, 
Georgia, Hawaii, Idaho, Iowa, Kansas, Kentucky, Louisiana, Maine, Massachu- 
setts, Mississippi, Montana, Nebraska, Nevada, New Hampshire, North Dakota, 
Rhode Island, Tennessee, Texas, Utah, Vermont, Washington, and Wyoming. 

Senator SparkMANn. May I add one other point. Remember, too, 
that in those States they are legislating with reference to a man 
lending his own money. A goodly portion of this is Government 
money, that is obtained now at 5 percent. Now, I don’t see that the 
SBIC should be allowed to triple the rate of that interest. 

Mr. Patman. Have you concluded your statement? 

Senator SparkMan. All except for the conclusion, Mr. Chairman. 

Let me say this, first, in all fairness. I think there may be excep- 
tional cases in which an unusual rate could be justified. For instance, 
where it is a highly venturesome and quick-moving, growing concern. 
But as a general rule, it just seems to me that that rate is entirely too 
high, and I don’t see how we can justify Federal legislation that 
recognizes such a rate of interest as that. 

Now, Mr. Chairman, in conclusion, I apologize for the length of 
this statement. I assure you I have tried to prune all unnecessary 
points and restrict my testimony to the most important areas, 

I do not apologize, however, for the high priority I have given to 
our committee’s work and my personal efforts in this field. Witness 
after witness told us that he felt that the potential] of the small busi- 
ness investment company program was unlimited and that an effec- 
tive program would prove the Small Business Investment Act of 
1958 to be the greatest of all Federal legislation on behalf of small 
business. 

Needless to say, to all of us who have supported this concept over 
the years, those were golden words. I do not believe they exaggerate 
the role of the program either. 

And, Mr. Chairman, I want to pay my respects to you for the lead 
you took in obtaining approval of this legislation, and in the per- 
sistency with which you pushed this legislation year after year. 

I believe that you and I both were pushing this legislation for a 
period of at least 8 years before it became law, and I want to pay 
my compliments to you, and I hope that your subcommittee, and 
your parent Banking and Currency Committee, will be able to report 
favorably legislation to improve the 1958 act. 

I trust the Small Business Administration, guided by the mandate 
provided by our committees, will exhibit more courage and ingenuity 
through positive action. 

With this joint legislative-administrative approach, I feel our 1961 
review of the act will enable us to say, once and for all, this program 
is not “an appalling flop.” 

Mr. Parman. Senator, we feel highly honored and certainly we are 
benefitted by your appearance here this morning. We appreciate your 
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testimony, and I know without your help the Small Business Invest- 
ment Act would not have become law. Because as you have stated, you 
have been working on it for a number of years, many of us have. 

First, I would like to yield before the members of the committee, 
before asking one or two questions myself. 

Mr. Burke. 

Mr. Burke. Senator Sparkman, if the cost of money is going to be 
15 percent per annum for small business, doesn’t this nullify the 
entire act? 

Senator Sparkman. For the typical small business, in my view it 
does. I cannot conceive of a typical small business, operating suc- 
cessfully, if it has to pay 15 percent of its money. That represents a 
complete turnover in 634 years, and I don’t believe it can do it. 

Mr. Burke. Actually, some of the loan sharks that are operating in 
the country today would be happy to loan money to small businesses 
for arate of 15 percent. Isn’t that true? 

Senator Sparkman. Actually, I should think so. I am not sure, 
but I believe the Small Loan Act in my State provides for 1 percent 
a month, so that is 12 percent. That is for the $100 loan, not the 
$300,000 loan. 

Mr. Burke. That is all. 

Senator Sparkman. Before I get away from that and while I think 
of it, may I make this statement ? 

I would not like to be misunderstood, though. This was not char- 
acteristic of the SBIC’s generally. As a matter of fact, when the 
various SBIC’s who appeared before us, we went into their interest 
rates, and I will say that the vast majority of them are charging 
reasonable rates. 

There were only—in fact, I found only one instance where an SBIC 
had a general rate of 15 percent. In fact, this one company said their 
usual rate was between 12 and 15 percent. 

Mr. Burke. There are other costs included ? 

Senator Sparkman. I made the point that represented the total 
cost and it is not fair to characterize it as interest. 

Mr. Burke. That might run up higher than 15 percent. 

Senator Sparkman. No, by that he meant the total cost of the 
money. 

Me, Metzen: Mr. Chairman, I want to add my voice in praise of the 
testimony we have received here as being most useful and fruitful 
for our subcommittee. 

Adverting for a minute to the State of Alabama, I have just learned 
through Congressman Rains, of the terrible ice storms that you have 
in the northern portion of that State, and I would ask you whether 
or not the law which we have on the books at the present time and 
the proposed improvements which you have suggested here wouldn’t 
be of great assistance in this catastrophe which has caused tens of 
millions of dollars worth of damage? 

Senator SparKMAN. Well, it probably would in the long run. Of 
course, to handle a thing like that we must rely on disaster legisla- 
tion, and it really is a disaster. 

It is rather hard for people to believe that we have that kind of 
weather in Alabama, but it is not new. There was a member of the 
State legislature up here day before yesterday, who spent a good 
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port of the day with me. We were contacting the various Govern- 
ment agencies. 
Telephone lines, power lines were down for miles, with the weight 


of the ice. Trees, just great stretches of forest, trees 2 feet thick, 


broken down by the ice. The amount of ice that has accumulated is 
just unbelievable. I saw a good many pictures in the papers regard- 
ing It. 

eople around here say something to me about this terrible weather, 
and say this is not Alabama weather. And I said around here you 
don’t know what weather is. You ought to see what we have been 
having in Alabama. Up in northern Alabama it is not unusual. 

Undoubtedly many of these little companies will be hurt. Now. 
there will be other sources. For instance, one industry that is going 
to be badly hurt is the broiler and egg production industry, where 
power was cut off and the heat was taken away, where they couldn’t 
get feed out to them—so many things of that kind. There probably 
will be hundreds of thousands of birds lost. 

Then there are the local telephone companies, and the small rural 
co-ops. However, they have access to the REA for those loans. But 
in the long run there will be many, many small businesses that un- 
doubtedly could make use of this kind of a program for capital. 


Mr. Miuirr. We had evidence yesterday of the efforts of SBA to. 


speed up processing time. Before your committee,-was there any tes- 
timony to indicate that greater preparation is taking place in the field 
offices? Hence, the actual time lapse would still be as great as before 
-~ the delay pushed out into the fleld rather than in the Washington 
office. 

Senator Sparkman. We had a good bit of testimony on that, and it 
was claimed that it had been improved. I must say that. we haven’t 
seen too much evidence of it yet. I am hopeful that it will be im- 
proved, because I think it is one of the discouraging aspects of the 
program. 

I think I can say that I have known of people who were interested 
in organizing an SBIC, who were absolutely overwhelmed by the 
amount of, shall I say, redtape, and the delays. 

Mr. Mitrer. Did you find any evidence of great willingness on the 
part of SBA officials to make this program work ¢ 

Senator Sparkman. They told us that they certainly would do 
everything they could to expedite it and to make it work. 

Mr. Mitter. Thank you, Mr. Chairman. 

Senator Sparkman. We had Mr. McCallum and Mr. Read both 
before us, and they made very fine statements, and I think they are 
sincere in their efforts to make it work. 

Mr. Patman. Mr. Milliken. 

Mr. MitirKen. Senator, on page 1 of your statement you say that 
the program has been called “an appalling flop.” I wonder who said 
that ? 

Senator Sparkman. That was in a column by a very fine economic 
writer. I don’t differ with her a great deal, but I certainly do on this. 
I think she went too far—Sylvia Porter. 

Mr. Mirz1Ken. Sylvia Porter? 

Senator Sparkman. Yes. A very fine writer. By the way, her 
column appears in the Evening Star. 

Mr. Miti1Kken. You say you think she went too far? 
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Senator SparkMAn. Yes, I think she went too far. I don’t think 
it has been an appalling flop. I think it is subject to criticism 

Mr. Miturxen. I had very good luck with this program, for a young 
fellow in my district, and through this program he was able to get 
started in business and he is doing very well, very, very well. And 
I think it was entirely this program that did it. 

Senator SparkMAN. Yes, I tried to make clear that I thought that 
was exaggerated language. I even said that a great many people were 
discouraged by the slow start. 

As a matter of fact, I felt rather good that they were taking the 
caution and care they did in getting started, because I don’t mind 
saying that soon after this act became law I became somewhat con- 
cerned, because there was so much interest from all over the country, 
and it was apparent that a great many people were looking at it sole 
from—well, as a means of making some quick money. I don’t think 
that it was going to work out that way, and I was glad that SBA 
took the care and the caution and time that they did. 

I do believe, though, that it has had a sufficient proving time, dur- 
ing the time they have been operating, and I hope that SBA will 
speed it up. And I believe that the recommendations that I have 
made here today, if enacted into law, along with the provisions in S. 
2611 as we passed it last September, which is before you now, will 
eg SBA to do a much better job, and enable SBIC’s to do a better 

ob. 

' Mr. MruiKen. Another question. On page 5 of your statement 
you have “a reasonable profit.” Their gross earnings you speak of “a 
reasonable profit.” I wonder what you mean by “reasonable profit” 
What percentage ? 

Senator SparKMAN. Well, I suppose that would be subject to the 
interpretation of any person, what a reasonable profit is. I believe 
that in working out the tables we tried to use about an 8-percent level 
as a reasonable profit. 

Mr. Muurken. Do you think about 8 percent ? 

Senator SparKMAN. Merely as a worksheet figure. 

Mr. MiturKken. I just wondered what you thought a reasonable 
profit would be. Not many businesses operate on an 8-percent profit. 

Senator SparKMAN. Mr. Ansberry reminds that that is about the 
average profit of banks. 

Mr. Miturken. Thank you. 

Mr. Parman. Mr. Johnson. 

Mr. Jounson. I merely want to say on behalf of the committee how 
grateful we are to the Senator. I think your testimony today demon- 
strates that your years of devoted service to this cause have not been 
wasted and that in fact the American economy and our Government 
are helped by them, and we especially appreciate your taking time 
to come over from the Senate to give us the benefit of your more re- 
cent studies, in order that we may speed up the legislative process 
to perhaps include your new recommendations in this Senate bill be- 
fore it becomes law. On my behalf and on behalf of the committee, 
we appreciate your kind thoughtfulness. 

Senator SparkMAN. Thank you very much. I certainly appreciate 
your statement. 

I believe we have something here that can do a vast amount of good 
for the small businesses of the country, which is the same as saying 
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for the economy of the country as a whole, and I believe that we ought 
to make use of it. 

_Mr. Parman. Senator, I want to ask you one question. I would 
like to ask you a number, but we have some other witnesses and we are 
pressed for time, and that is about holding companies. 

Do you think that we should encourage holding companies to or- 
ganize small business investment companies ? 

That is the only question I am going to ask you right now. 

Senator Sparkman. Mr. Chairman, what I would say would just 
be a shot in the dark. If you mean holding companies in the sense 
esse hy usually think of them, as such, I don’t think I personally 
would. 

Now, if you mean, though, the possible affiliation with some other 
company, | am rather inclined to it. 

ge: first one organized, by the way, was under the sponsorship of 
a bank. 

Mr. Parman. Would it come within your first category or second 
category ? 

Senator Sparkman. Well, of course, that was not a holding com- 
pany. I don’t think that is in the sense that I usually think of it. 

I probably ought not to use that particular example, but let me give 

this example: I talked to a banker friend of mine in Alabama. We 
don’t have an SBIC in all the State of Alabama. I have told Mr. 
McCallum, in fact, that I hoped he could do a little missionary work 
down there and get some going, because I think we could use some of 
them. 
‘ But I have talked to a very fine banker in my State, and I have 
said to him, “I may not know all of the ins and outs of your busi- 
ness,” I don’t, as a matter of fact, but I said, “I can’t help but feel 
that if I were a banker, with a good strong bank, I would do my best 
to see that there was organized, a small business investment company 
through which you would be able to utilize some of your funds in 
supporting small] business in a way that you can’t do it now.” 

f feel that that kind of affiliation, if I may use that term, is satis- 
factory. 

Mr. Parman. Thank you very much, Senator. We appreciate your 
testimony. 

Senator Sparkman. Thank you, Mr. Chairman, and gentlemen of 
the committee. 

Mr. Parman. Our next witness is the Honorable Joe Evins, Rep- 
resentative from the Fourth District of Tennessee, Chairman of the 
Subcommittee No. 1 of the Select Committee of Small Business of the 
House of Representatives. é iy te 

Mr. Evins has recently conducted a study and investigation of the 
Small Business Administration, including the Small Business Invest- 
ment Company Act, and made a report, House Report 152, and as 
chairman of that subcommittee we are very glad indeed, Mr. Evins, 
to have you as a witness. 

Do you have a prepared statement ? 

Mr. Evins. Thank you, Mr. Chairman, and members of the com- 
mittee. , 

I have some notes in the form of a statement. I would like to pro- 
ceed with the statement. ; Ki 9% 

Mr. Parman. You may proceed in any way you desire, sir. 
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STATEMENT OF HON. JOE EVINS, A REPRESENTATIVE IN CON- 
GRESS FROM THE FOURTH DISTRICT OF THE STATE OF TENNES- 
SEE, AND CHAIRMAN OF SUBCOMMITTEE NO. 1 OF THE SELECT 
COMMITTEE ON SMALL BUSINESS 


Mr. Evins. Thank you, Mr. Chairman and members of the com- 
mittee, I have with me our committee counsel, Mr. Richard L. Mitchell, 
who has rendered outstanding service and is most competent in this 
field. He is an able attorney who has given careful attention to this 
proposed legislation. And may I say for the record, that I have 
just heard the testimony of Senator Sparkman, who just preceded 
me, and I am largely in agreement with the statements which he has 
made regarding the need for amendment of the Small Business In- 
vestment Company Act. 

He recommended some six changes, I believe, and my statement em- 
braces about six specific proposed amendment changes. 

I want to say that I have been long associated with the dis- 
tinguished chairman of this committee, Mr. Patman, who is also 
chairman of the House Small Business Committee. We have worked 
together over the years on this legislation and other matters. 

The hearings which our committee conducted on this subject, to 
which Mr. Patman has referred were held in May and August of last 
year. At the time we announced our first hearings there had only 
been two small business investment companies chartered by the SBA. 

On the day of the hearings, the Small Business Administration 
people announced four more that were chartered, and before the hear- 
ing were over, one other was announced as being chartered. And 
today some 79, I believe, in all, have been chartered. 

I should say that this is a disappointment, following the passage 
of the act, as Senator Sparkman and others have testified—that more 
such companies have not been chartered. There was great expecta- 
tion for what this act might bring about, and there has been expressed 
considerable disappointment. So our hearings were held about 10 
months after the act was passed to see why the program was not 
getting underway as expected by the Congress. 

As chairman of Subcommittee No. 1 on the Organization and Op- 
eration of Small Business Companies, I can assure you that special 
attention was given in these hearings to the Small Business Invest- 
ment Act. As a result of these hearings a report was issued, which 
has been referred to, and which we think is a very fine document, 
and will be very helpful in this legislation. Copies have been pro- 
vided to all of the members of this committee. 

Chairman Patman submitted this report to the Speaker on Feb- 
ruary 8 of this year. We dealt with the financial assistance program, 
of course, of SBA, but chapter 2 deals especially with the Small 
Business Investment Company Act and the conclusions and recom- 
mendations which our committee makes to this—the legislative 
committee. 

It is my understanding that this committee has before it S. 2611, 
which is the Senate bill to amend the Small Business Investment Act, 
and IT have introduced H.R. 8096, which was introduced July 6, 1959, 
subsequent to the hearings on these matters. 


5274460——-5 
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Let me state that although the report of our subeommittee con- 
tains certain recommendations for changes, it was my feeling, and 
it was also the feeling of the subcommittee that there was nothing in 
the original act, if properly implemented, which would have pre- 
vented this program from progressing as intended by Congress. 

The Small Business Investment Act of 1958 was and still is a good 
bill. Its purposes are good. The objective of the legislation is good. 
It offered and still offers an opportunity for great aid to small busi- 
nesses of this Nation. The authors of the bill used imagination and 
sound basic philosophy in sponsoring this legislation. 

As this committee knows, this act was not working as well as was 
expected and hoped and imagined, and I think when this legislation 
was introduced in the first place we thought that groups of small 
businessmen themselves, and local development companies would take 
advantage of the legislation and organize companies, using their own 
funds, partially, and partially funds supplied by the SBA to imple- 
ment this legislation. 

Such an investment company would have been a sort of small 
business cooperative, and all of the small businesses in a particular 
community involved undoubtedly would have placed funds in the 
company and purchased stock in it. 

Furthermore, the purchase of such stocks would have provided an 
influx of working capital and would have guaranteed that they would 
always have operated in the small business’ interests and for their 
benefit and advantage. 

As we know, however, SBA did not see fit to encourage this type 
of investment company—what some have called the pro bono publico 
companies, for the benefit of the public. Instead, it encouraged the 
formation of the banker-type investment companies. Some of them 
are completely owned by banks. The latest information I have is that 
29 of the first 79 licensed investment companies are owned wholly 
or in part by banks. 

The SBA advises that 12 of these are actually owned by banks, and 
the remainder of the 29 are tied in with banks, either through top 
officials—and, of course, this does not take into consideration those 
which might be tied in through other connections of common interest— 
or otherwise. 

I still think and believe that the public benefit type of investment 
company, for the benefit of small business companies themselves should 
be encouraged, and I certainly hope that we will yet see the develop- 
ment of some of these types of investment companies. 

Meanwhile, we are faced with the fact that we have established 
now a number of these private investment companies and we are also 
faced with the problem of trying to make them work effectively. 

I think we must realize that with this type of company which has 
been organized, the major incentive of course is profitmaking and 
these companies will have to make a profit, if they are going to be of 
any benefit. to the smal] business economy of the Nation. 

The testimony our committee received from the investment com- 
panies, and the SBA itself, and others, was unanimous that certain 
changes are needed to make this act effective. All were unanimous 
in that amendments are needed. 

Our subcommittee, in order to supply the SBA and investment 
companies with the tools they say are needed, have recommended, 
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as I say, some 10 specific recommendations. Several of these deal 
with administrative matters which I shall not mention at the moment. 

Specifically referring to the major amendments, the report sets them 
out. 

Recommendation No.2. We recommend “that consideration should 
be given to amending section 307 of the Small Business Investment 
Act of 1958 in order that subsection (c), which provides for certain 
exemptions under the Investment Company Act of 1940 be deleted 
and a provision inserted providing that these small business invest- 
ment companies are not to be construed by law as being subject to 
the Investment Company Act of 1940.” 

I think that the committee has heard a lot of testimony on this 
proposal. 

The Federal Deposit Instance Corporation supervises the banks 
of this Nation. The Home Loan Bank Board supervises the Federal 
savings and loan associations of the Nation. 

I happen to serve on a Subcommittee on Appropriations that super- 
vises the operations of the Federal Home Loan Bank Board and they 
come before your committee each year giving us an account of how 
they supervise the Federal savings and loan associations. 

The Small Business Administration can supervise the small busi- 
ness investment companies. There seems to be no need for duplica- 
tion of two or three agencies, with the redtape and duplicating efforts 
in supervising this new creation of the Congress. 

The SBA and the Securities and Exchange Commission meanwhile 
should continue, until the Congress takes action, to cooperate in their 
jurisdiction and administrative functions in such a way as will elimi- 
nate redtape and duplication in the public interest. 

One of the reasons why they were slow in getting started—why in- 
vestment companies proposed were discouraged—was due to the 
duplication and redtape involved. They had to go to the SBA. 
Then they had to file poems with the SEC. And much supervision 
and tage! ation inhibited them from getting underway. 

It is recognized that the Securities Act of 1933 with its disclosure 
mandate is a necessary control over these investment companies. 

Incidentally, the Senate committee does not recommend the taking 
away at this time of the Securities and Exchange Commission super- 
vision under the Investment Company Act of 1940. They propose 
that you wait a while to see how many stocks are issued, and so forth. 

I think that since the Federal Deposit Insurance Corporation regu- 
lates the banks, and the Home Loan Bank Board regulates the sav- 
ings and loan associations, that the Small Business Administration 
is perfectly competent to supervise and regulate the investment com- 

anies. They are in on the operations day by day, and it is their 
yusiness. 

H.R. 8096, which is the bill which I have introduced, contains an 
amendment which would exclude these small business investment com- 
panies from the Investment Company Act of 1940. As I say, the 
Senate bill does not contain this provision. 

Recommendation No. 3, on interest rates. “The SBA should dis- 
card any policy it might have which would give preferenct to the 
licensing of small business investment companies which do not. re- 
quest Government funds for initial capitalization.” 
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The Congress passed a law providing for the funds, and the fur- 
nishing of Government funds, and the SBA should use those to imple- 
ment the purposes of the act. 

Consideration should also be given to amending sections 302(a) 
and 303(b) of the act to provide that funds advanced by SBA to in- 
vestment companies should be furnished at a rate equal to the rate 
charged the SBA by the Treasury plus a fraction of 1 percent for 
overhead costs. The funds that the Treasury provides the SBA 
should not be then advanced and another interest rate cost: placed on 
top of that to Small Business. 

Why should not the SBA provide the funds at the same rate the 
Treasury provides it to them, except, say, for one-half or 1 percent 
administrative service ? 

It is recommended that the SBA should not consider increasing 
interest rates on sections 302 and 303(b)-funds because of the in- 
creased market. 

It is also the opinion of our subcommittee that since the rate was set 
at 5 percent, when the cost of the Treasury was 23¢ percent, the initial 
and interim increases should be sufficient and the line should be held. 

In other words, originally they got their money at 234 percent from 
the Treasury. 

The Administrator fixed a 5 percent rate. Now that the rates have 
gone up by the Treasury from the original 2%¢ percent cost we feel 
that there should be no further increases if the program is to be 
made to work, 

It is feared by some that if the SBA would set the rate at 5 percent, 
when the cost of the money from the Treasury was 23¢ percent, then 
they might increase this 5 percent now charged the investment. com- 
panies, since the cost from the Treasury is at the present time 43¢ 
percent. In other words, our testimony recommended almost unani- 
mously that a pegged rate be written into the legislation. 

Recommendation 4. Provision for equity capital, under section 304. 

Section 304 should be amended in such a manner as to give the in- 
vestment companies more flexibility in supplying equipment capital. 
Consideration also should be given to amending section 304(c) (2) 
to provide that small business concerns will agree not to incur any 
additional indebtedness except open-account and short-term indebted- 
ness without first securing approval of the investment company to 
finance this indebtedness. 

The only change that this would entail would be insertion of the 
word “additional” and the phrase “except upon open account or short 
term” in the appropriate section of the act. 

I believe here again the Senate bill and House bill differ in a minor 
particular on this point. They ask for more flexibility. We recom- 
mend the same but with some limitations. 

S. 2611 contains a provision which would amend section 304 to 
delete the portion concerning convertible debentures and provide that 
the investment company should supply equity capital to the small 
business concern in such manner and under such terms as the small 
business investment company may fix with the approval of the Admin- 
istration. Py, : 

This would place the matter of equity financing on open negotia- 
tion between the investment company and the business concerned. It 
certainly would add greater flexibility, as needed. 
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There are other things to be considered, however, more especially 
the interests of the small business concern and their attitude towards 
giving up partial ownership and perhaps control of their company. 

At the present time under 304(b), the small business concern can 
at least cause the investment company to make a decision as to w — 
it will convert the debenture into stock now rather than hold it for 
number of years, This can be done by calling the debentures on a 3 
months’ notice. 

Under the proposed change, this would be deleted and would be 
left to open negotiation. 

I really want to say at this point, Mr. Chairman, that concerning 
section 304(d) every witness that appeared before our subcommittee 
on this matter stated that the small business concern should not 
be required to buy stock in these investment pasa in order to get 

‘apital. They should have the option to buy stock, if they wanted 
to, on an optional basis if they desired to buy stock on an optional 
basis. But as to being required to purchase stock before getting 
financing, everyone testified that they were against it and the com- 
panies were against it. One man testified “No matter how you coat the 
pill, it’s not tasteful.” 

So because of that testimony, the committee recommended that stock 
purchases by small business concerns under section 304(d) not be 
required. That is under recommendation 5 pertaining to compulsory 
purchase of stock. 

I will insert this statement, which I have just summarized. 

Mr. Parman. Without objection, you may insert any material you 
consider germane, Mr. Evins, in connection with your testimony. 

Mr. Evins. And I would like to insert specifically the reecommen- 
dations from our report. 

Mr. Parman. Very well. 

Mr. Evins. 8S. 2611 would completely eliminate the stock purchase 
provision, and H.R, 8096 would Tainan the mandatory requirement 
and make it optional. 

Recommendation 6. Direct loans to small business. 

Our committee feels that the financial assistance program of the 
Small Business Administration should also operate with respect to 
the smal] business investment companies; that SBA should participate 
inthe SBIC loan program. 

SBA participates with banks, on loans, why should they not par- 
ticipate with the small business investment companies? 

The act provides that they can participate with banks or other 
lending institutions. Well, the small business investment companies 
are other lending institutions, but yet they are not participating in 
loans with them. We feel they should do so. 

2611 would eliminate the word “primary” from section 304, and 
I believe it would be preferable to leave this word in and to add to 
section 305 the word “primary function” in providing direct loans. 

We think one of the main purposes of enacting this legislation, one 
of the primary functions, was to make loans, not to make money and 
not to profiteer. 

Recommendation 7 of our committee relates to the establishment of 
a rediscounting agency or refinancing arrangement, for the purpose 
of rediscounting loans made by the small business investment com- 
panies. 
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A readily available secondary market for rediscounting is neces- 
sary if small business companies are going to survive. There is some 
evidence that the companies may be in danger of becoming “locked in” 
unless there is a secondary market. Thus we feel that such a second- 
ary market is needed. 

There was testimony that the banks and insurance companies and 
others will provide this market, but our committee feels that this 
will not be adequate and sufficient. 

The creation of a rediscounting agency similar to the Federal Na- 
tional Mortgage Association could well serve this purpose and might 
be desirable. 

Recommendation 8 of the committee regarding geographical limita- 
tions. This isa minor one. This could be extended by providing for 
an amendment to section 103(4) of the act, that the United States 
include, in addition to the Commonwealth of Puerto Rico, and the 
District of Columbia, the territories of the United States, and this 
would take in Guam. 

If Guam wishes to organize an SBIC, I see no reason why they 
should not do so, and the act should be amended accor dingly. 

This concludes my statement, Mr. Chairman. We think our report 
is helpful. We think it is constructive and we hope it may be useful 
in providing information on amendments to this program which 

many hope will yet get off the ground do an effective job for small 
business. 

Mr. Parman. Thank you very much, Mr. Evins. 

We have a copy of your report. I have read the report. It is a 
very fine report. A copy has been sent to each member of this subcom- 
mittee and to each member of the whole Banking and Currency Com- 
mittee, and we will give consideration to every suggestion that you 
have made, sir. 

We deeply appreciate your coming before us and giving us the ben- 
efit of your personal testimony. 

Are there any questions, gentlemen ? 

If not, thank you very much, Mr. Evins. 

Mr. Evins. Thank you, Mr. Chairman. 

Mr. Parman. Thank you, Mr. Mitchell. 

(The prepared statement of Mr. Evins, together with committee 
recommendations from the report, follow :) 


STATEMENT OF Hon. Jor L. Evins, A REPRESENTATIVE IN CONGRESS FROM THE 
STATE OF TENNESSEE 


Mr. Chairman and members of the committee, I appreciate the opportunity 
to appear before you and to testify in regard to amendments to the Small Busi- 
ness Investment Act which the committee has under consideration. 

As you know, I have the honor to serve as chairman of Subcommittee No. 1 
of the House Select Committee on Small Business which is charged with the 
responsibility of reviewing the operations of the Small Business Administra- 
tion. I have been asked to appear and present a statement before you in my 
eapacity as chairman of Subcommittee No. 1. 

During May and August of last year, extensive hearings were held by Sub- 
committee No. 1 on the organization and operation of the Small Business Admin- 
istration with especial attention being given to the administration of the Small 
Business Investment Act of 1958. Asa result of those hearings and subsequent 
investigation by the subcommittee staff, our subcommittee issued a report (H. 
Rept. 1252), which was unanimously approved by the subcommittee and by the 
full committee and submitted by our chairman—Chairman Patman—to the 
Speaker on February 8, 1960. Chapter II of this report deals completely with 
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the Small Business Investment Act of 1958 and contains the conclusions and 
recommendations of the subcommittee. 

I wish to discuss our committee’s recommendations pertaining to amendments 
to the act as set out in the report. It is my understanding that this committee 
has before it S. 2611 and other bills to amend the Small Business Investment 
Act of 1958. I understand that one of these bills is H.R. 8096, which I was 
ploeges to introduce on July 6, 1959, subsequent to our first hearings on these 
matters, 

Let me state at the outset that, although the report of Subcommittee No. 1 
of the House Small Business Committee and this statement will contain recom- 
mendations for some changes in the act, it is my feeling and it was the conclu- 
sion of Subcommittee No. 1 that there was nothing in the original act itself, 
if properly implemented, which would have prevented this program from 
progressing as intended by Congress. The Small Business Investment Act of 
1958 was and is a good bill. The purpose and intent of the act is good. It 
offered and still offers an opportunity for great aid to the small business econ- 
omy of the Nation. The authors of the bill used imagination and a sound basic 
philosophy in. sponsoring this legislation. 

As this committee knows this act is not working out quite as most of us im- 
agined and hoped. I think that when this legislation was introduced in the first 
place, we thought that groups of small businessmen or local development com- 
panies might take advantage of this legislation to organize investment com- 
panies using their own funds partly and partly using SBA funds as provided 
in the legislation. Such an investment company would have been sort of a small 
business cooperative and all of the small businesses involved undoubtedly would 
have been pleased to own stock in it. Furthermore, these purchasers of stock 
would have served to provide an influx of working capital and would have guar- 
anteed that they would have always operated with small business in mind. 

As we know, the SBA did not see fit to encourage this type of what are called 
pro bono publico companies. Instead, it has encouraged the formation of these 
banker type investment companies. Some of them are completely owned by 
banks. I am advised that 29 of the first 79 licensed investment companies are 
owned wholly or in part by banks. The SBA advises that 12 of these are actu- 
ally owned by banks and the remainder of the 29 are tied in with banks through 
common top officials and, of course, this number does not take into consideration 
those which might be tied in with banks through other common interests. 

Now, I still think and believe that the pro bono publico type of investment 
company should be encourage and I certainly hope that we will see the develop- 
ment of some of these kinds of investment companies yet. Meanwhile, we are 
faced with the fact that we have established now a number of these private in- 
vestment companies and we are also faced with the problem of trying to make 
them work effectively. I think it must now be realized that with the type of 
companies that have been organized the major incentive is profitmaking and 
these companies will have to make money if they are going to be of any benefit to 
the small business economy of the Nation. 

The testimony we have received from these investment companies and the SBA 
is unanimous that they need certain changes to be effective. Our subcommittee 
has, therefore, in order to supply the SBA and the investment companies with 
the tools they say they require, made some 10 recommendations pertaining to 
the Small Business Investment Act—3 or 4 relate to administrative changes. 
Our committee is recommending some 6 changes affecting amendments to the act. 

Recommendation I is solely administrative and as a result, I will pass over it. 

“RECOMMENDATION II. The Investment Company Act of 1940 and filings with 
the SEC.—Consideration should be given to amending section 307 of the Small 
Business Investment Act of 1958 in order that subsection (c), which provides 
for certain exemptions under the Investment Company Act of 1940, be deleted 
and a provision inserted therein providing that these small business investment 
companies are not to be construed by law as being subject to the Investment 
Company Act of 1940. 

“Meanwhile, the SBA and the Securities and Exchange Commission should 
continue efforts to coordinate their jurisdictional and administrative functions 
in such a way as will eliminate red tape and duplications of effort in order to 
facilitate the purposes of the act in the public interest.” 

It is recognized that the Security Act of 1933 with its disclosure mandate is 
a necessary control over the investment companies. But, the Investment Com- 
pany Act of 1940 is essentially a regulatory act and it is felt that it was not the 
original intent that it should apply to the type of invesment companies which 
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are created under the Small Business Investment Act of 1958. The constant day 
to day control that the SBA has over the investment companies should be suffi- 
cient regulation, the type which would be provided by the Investment Company 
Act of 1940. 

H.R. 8096, which is now before you, contains an amendment which would 
exclude these small business investment companies from the Investment Com- 
pany Act of 1940. §S. 2611 does not contain such a provision, 

“RECOMMENDATION III. Financing under section 302(a) and 303(b)—interest 
rate.—The SBA should discard any policy it might have which would give pref- 
erence to the licensing of small business investment companies which do not 
request Government funds for initial capitalization; and further that the SBA 
discontinue discouraging the furnishing of Government funds, authorized and 
appropriated by Congress, to these investment companies as expressed in the 
Small Business Act and the Small Business Investment Act. 

“Consideration should also be given to amending section 302(a) and section 
303(b) of the Small Business Investment Act to provide that the funds advanced 
by the SBA to small business investment companies should be furnished at a 
rate equal to the rate charged the Small Business Administration by the U.S. 
Treasury for said funds, plus a fraction of 1 percent for overhead cost. It is 
recognized that this would probably entail a change in the bookkeeping method 
by which the SBA is financed through the Treasury Department. 

“Tt is further recommended that the SBA not consider the increasing of the 
interest rate on section 302(a) and section 303(b) funds because of the increased 
market. It is the opinion of the subcommittee that since the rate was set at 5 
percent when the cost from the Treasury was 234 percent, the initial and interim 
increase should be sufficient and the line held if the provisions of the act are 
to be meaningful and effective.” 

Concerning this matter of interest rates on funds supplied to investment com- 
panies by the SBA, the present rate of 5 percent is not now out of line. But, at 
the time this rate was first established by SBA the situation was somewhat 
different—the interest rate being paid the Treasury by SBA under section 4(c) 
of the act was set at 2% percent for fiscal year 1959. As we all know, with 
the drastic jump of interest rates during the past year and with the Treasury 
now charging the SBA 4% percent for the money it obtains during the fiscal 
year, the 5 percent rate now charged by SBA is now more realistic and the 
provision in H.R. 8096 which would provide for pinning the rate the SBA would 
charge down to one-half of 1 percent above the cost from the Treasury is no 
longer of great concern; that is assuming that the SBA will not raise the rate of 
interest which is charged the small business investment companies. But, it is 
feared by some that if the SBA would set that rate at 5 percent when the cost 
of the money from the Treasury was 2% percent, then they might increase this 
5 percent rate since the rate charged now by the Treasury is 43 percent. It 
is honed that this will not be done. Also it is hoped that the interest rates will 
decline sometime within the near future and when they do so if the SBA still 
insists on maintaining a 5 percent rate then the principle incorporated in this 
proposed amendment (H.R. 8096) would then again become of extreme im- 
portance. In short, the need of the amendment is no longer immediately neces- 
sary, but the principle on which it is based still exists. 

“RECOMMENDATION IV. Provision of equity capital for small business concerns 
under section 804.—Section 304 should be amended in such a manner as to give 
the investment companies more flexibility in supplying equity capital to the small 
business concerns. An acceptable method should be sought whereby a small 
business concern might repurchase its equity from the investment companies. 

“Consideration should be given to amending section 304(c)(2) in order to 
provide that the small business concerns will agree not to incur any additional 
indebtedness except open account or short-term indebtedness without first se- 
euring the approval of the investment company and giving this company the 
first opportunity to finance this indebtedness. The only change that this entails 
would be the insertion of the word ‘additional’ and the phrase ‘except open 
account or short term,’ in the appropriate section of the act.” 

Much testimony was adduced before our subcommittee to the effect that in ad- 
dition to convertible debentures, the investment companies should be allowed 
to purchase from the small business concerns debentures with stock purchase 
warrants and perhaps even preferred or common stock. As you know, 8S. 2611 
contains a provision which would amend section 304 to delete the portion con- 
cerning convertible debentures and to provide that the investment company 
should supply equity capital to the small business concernes “in such manner and 














re CS FE Ww 


S| ll eee | 





SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 69 


under such terms as the small business investment company may fix with the 


approval or otherwise of the administration.” This would place the matter of 
equity financing on open negotiation between the investment company and the 
business conceren, I am advised that this would provide for greater flexibility 
and marketability. 

But, when giving consideration to this suggested change, there are other 
things to be considered; more especially the interest of the small business con- 
cerns and their attitude of giving up partial ownership and perhaps control 
of their company. At the present time, under section 304(b), the business con- 
cerh cun at least cause the investment company to make a decision as to 
whether it will convert its stock now rather than holding it over the head of 
the concern for a number of years. This can be done by calling the debentures 
on 8 months notice. Under the proposed change this would be deleted from the 
act and would be left to open negotiations. Of course, open negotiations in the 
marketplace are a desirable factor, but many feel that when a concern must 
have money and there is but one place to get it, there is no real open market 
and the negotiations are unilateral. It is the feeling of our subcommittee that 
an acceptable method should be sought whereby a small business concern might 
repurchase its equity from the investment companies. Of course, this is a very 
difficult field in which to legislate. Caution is desired because no change would 
be better than a change which would curtail the flow of equity capital into these 
business concerns, Repurchase provisions or other redemption factors could 
damage the marketability of this stock and a secondary market is certainly 
desired. On the other hand, the lack of repurchase options might well prevent 
small business from securing the equity financing needed. Fortunately, the tes- 
timony at our hearings indicates that some type of repurchase provision could 
be worked out that would be acceptable to both the small business and the in- 
yestment companies. It should be pointed out here that there is nothing in the 
law at the present time to prevent repurchase options. In fact, testimony at 
our hearings indicated that some of these investment companies will be giving 
repurchase options. 

The new section 304 proposed in H.R. 8096 contains such a repurchase provi- 
sion. §. 2611 does not. 

“RECOMMENDATION V. Compulsory purchase of stock in investment companies 
by the small business concerns.—Section 304(d) of the Small Business Invest- 
ment Act should be amended to provide that the small business concerns may 
have an opportunity to become stockholder-proprietors of the company by in- 
vesting in the capital stock of the company in an amount equal to not less 
than 2 percent nor more than 5 percent of the amount of capital received from 
the investment company. This proposed change would make this stock pur- 
chase optional rather than mandatory. 

“It is further the opinion of our subcommittee that at the time the act was 
passed it was the intent of Congress that the small business concerns should in- 
vest in the investment companies, and that the regulation adopted by the SBA 
which allows the investment companies to have a 30-day repurchase option on 
this stock was a modification of the act. That portion of section 107.304—1(h) 
of the regulations which provides for this repurchase option should be deleted 
and discontinued in practice by the SBA. It is the opinion of our subcommittee 
that if the Congress desires to amend the compulsory stock purchase require- 
ments it will do so, but as long as it remains in the law it should be complied 
with fully. The SBA should give the appropriate committees of Congress its 
recommendation concerning the effect of this provision of the law in the opera- 
tion of the program.” 

The testimony at the hearings before our subcommittee was unanimous that 
the present requirement which makes it mandatory for a small business concern 
to buy stock in the investment companies when they obtain eapital from the in- 
vestment companies is a handicap. 

On one hand, it was testified that the small business concerns see in this 
provision just an added cost. I understand that the cost of financing through 
these investment companies is often well in excess of 10 percent and if the 
small business concern also buys stock in the investment companies the effective 
total cost very often will be increased to 15 or 20 percent. On the other hand, 
the investment companies themselves, of course, do not want their own owner- 
ship of the investment company diluted; and they say that more investment 
companies would be organized if this provision were removed. Our subcom- 
mittee has recommended that the present mandatory requirement be removed. 
However, we do feel that the small business should have the option or oppor- 
tunity to buy stock in the investment company if they desire to do so. Sub- 
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committee No. 1 feels that this compromise is a realistic one which will, to some 


extent, preserve the basic philosophy upon which this act was based and at the 
same time help to make the present investment companies operate more 
effectively. 

As you know, S. 2611 would completely eliminate this stock purchase provision 
whereby H.R. 8096 would eliminate the mandatory requirement but would 
retain in this stock purchase provision a requirement that the small business 
concern should be given an opportunity to purchase stock in the investment 
company. 

“RECOMMENDATION VI. Direct loans to small business concerns and aid to 
unincorporated small business.—Section 305(a) of the act should be amended in 
such a manner as to indicate that the making of loans to small business con- 
cerns is also a ‘primary’ function of these investment companies just as is that 
portion of the act that provides they will supply equity capital. 

“The subcommittee is of the opinion that the SBA should change its policy 
which prohibits the participation by the SBA with the small business investment 
companies in making loans. It is felt that, as the act is presently worded, there 
is nothing to prohibit this participation. Participation by SBA is provided with 
banks in its financial assistance program. A deferred or immediate participa- 
tion by the SBA would have the practical effect of supplying a source of sup- 
porting funds for these investment companies and should encourage the making 
of loans to sound small business enterprises.” 

Section 304 of the Small Business Investment Act provides that it should be 
a “primary” function to provide equity capital and section 305 of the act pro- 
vides for direct loans, failing to indicate that this was “primary”. 

Subcommittee No. 1 feels that the loan program under section 305 of the Act 
is a vital and important function and should be on an equal plane with the equity 
financing portion under section 304. 

S. 2611 would eliminate the word “primary” from section 304. I believe it 
would be preferable to leave it in and add to section 305 that it would also be 
a “primary” function to provide direct loans. 

“RECOMMENDATION VII. Rediscounting agency.—Consideration should be given 
by Congress and the SBA to the establishment of a rediscounting agency or 
refinancing arrangement for the purpose of rediscounting loans made by the 
small business investment companies and creating a secondary market for con- 
vertible debentures or stocks obtained from small business concerns by the small 
business investment companies.” 

A readily available secondary market or rediscounting agency is a necessity 
if the small business companies are going to survive and prosper as intended by 
Congress. There is some evidence that the investment companies will be in 
danger of becoming “locked in’ unless a readily available secondary market is 
open to them. It is, of course, hoped and expected that private funding sources 
will be available to these investment companies but it is also felt that it would 
be an error to provide machinery for establishing equity capital and long-term 
credit for small businesses unless consideration is given to providing facilities for 
the necessary financing with which to culminate or effectuate the program. The 
creation of a rediscounting agency similar to the Federal National Mortgage 
Association or the Federal Intermediate Credit Bank might be desired. 

“RECOMMENDATION VIII. Geographical limitation of the act—The Small Busi- 
ness Investment Act of 1958 should be amended to provide that the geographical 
limits of the act would include the territory of Guam. 

“This could be provided for by an amendment to section 103(4) of the Small 
Business Investment Act to provide that the term ‘United States’ include, in addi- 
tion to the Commonwealth of Puerto Rico and the District of Columbia, the ter- 
riories of the United States.” 

Other recommendations pertain to administrative matters. 

Mr. Chairman and members of the committee, this completes my statement. 
These matters are dealt with more extensively in the text of chapter IT of our 
report. A copy of which has been made available to each of you. Attached are 
the complete recommendations from the report of our subcommittee for your 
consideration. 
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RECOMMENDATIONS 
(Excerpt from H. Rept. No. 1252) 


This subcommittee is of the opinion that the SBA has proceeded at a slow pace 
in implementing and effectuating the policy of Congress with respect to estab- 
lishing charter procedures and the licensing and chartering of small business 
investment companies. It is recognized that the Administrator and the staff of 
SBA were confronted with a relatively new field and considerable administra- 
tive problems have developed. Nevertheless, it is disappointing to the subcom- 
mittee that more progress and greater progress has not been made—consider- 
ing the initial anticipated and expected hopes for this program as an aid and 
tool to assist the vital small business community of the Nation. 

The full purpose of the act may yet be effectively achieved and the committee 
accordingly makes the following recommendations for this purpose and to this 
end. 

The subcommittee recommends that— 

I. Processing proposals and problems relating thereto—The SBA should exert 
every effort to substantially reduce the time consumed in processing the pro- 
posals in the Washington office. The SBA should continue to further provide 
information to interested segments of the small business community concerning 
the regulations and procedures pertaining to the licensing of investment com- 
panies. And, it is especially recommended that special attention be given in the 
regional offices to advising prospective organizers properly and assisting them 
in formulating their proposals in order that their applications may be in proper 
form when received in the Washington office. 

After some additional months have elapsed, within which the program will 
have settled down and additional proposals will have been considered and 
acted upon, it is recommended that this matter of administrative procedure 
be looked into further and the reasons for refusal to issue licenses and any un- 
hecessary delays for the issuance of licenses be ascertained. 

II. The Investment Company Act of 1940 and filings with the SEC.—Consid- 
eration should be given to amending section 307 of the Small Business Invest- 
ment Act of 1958 in order that subsection (c), which provides for certain ex- 
emptions under the Investment Company Act of 1940, be deleted and a pro- 
vision inserted therein providing that these small business investment com- 
panies are not to be construed by law as being subject to the Investment Com- 
pany Act of 1940. 

Meanwhile, the SBA and the Securities and Exchange Commission should 
continue efforts to coordinate their jurisdictional and administrative functions 
in such a way as will eliminate redtape and duplications of effort in order to 
facilitate the purposes of the act in the public interest. 

Ill. Financing under section 302(a) and 803(b)—Interest rate—The SBA 
should discard any policy it might have which would give preference to the 
licensing of small business investment companies which do not request Govern- 
ment funds for initial capitalization; and further that the SBA discontinue 
discouraging the furnishing of Government funds, authorized and appropriated 
by Congress, to these investment companies as expressed in the Small Business 
Act and the Small Business Investment Act. 

Consideration should also be given to amending section 302(a) and section 
303(b) of the Small Business Investment Act to provide that the funds advanced 
by the SBA to small business investment companies should be furnished at a 
rate equal to the rate charged the Small Business Administration by the U.S. 
Treasury for said funds, plus a fraction of 1 percent for overhead cost. It is 
recognized that this would probably entail a change in the bookkeeping method 
by which the SBA is financed through the Treasury Department. 

It is further recommended that the SBA not consider the further increasing 
of the interest rate on section 302(a) and section 303(b) funds because of the 
increased market. It is the opinion of the subcommittee that since the rate was 
set at 5 percent when the cost from the Treasury was 23 percent the initial and 
interim increases should be sufficient and the line held if the provisions of the 
act are to be meaningful and effective. 
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IV. Provision of equity capital for small business concerns under section 304.— 
Section 304 should be amended in such a manner as to give the investment com- 
panies more flexibility in supplying equity capital to the small business concerns. 
An acceptable method should be sought whereby a small business concern might 
repurchase its equity from the investment companies. 

Consideration should be given to amending section 304(c)(2) in order to 
provide that the small business concerns will agree not to incur any additional 
indebtedness except open account or short-term indebtedness without first secur- 
ing the approval of the investment company and giving this company the first 
opportunity to finance this indebtedness. The only change that this entails 
would be the insertion of the word “additional” and the phrase “except open 
account or short term,” in the appropriate section of the act. 

The subcommittee feels that after the program has advanced to the point where 
there is considerable practical experience in this matter, small business concerns 
should be heard from in relation to this equity financing portion of the Small 
Business Investment Act. 

V. Compulsory purchase of stock in investment companies by the small business 
concerns.—Section 304(d) of the Small Business Investment Act should be 
amended to provide that the small business concerns may have an opportunity to 
become stockholder-proprietors of the company by investing in the capital stock 
of the company in an amount equal to not less than 2 percent nor more than 5 
percent of the amount of capital received from the investment company. This 
proposed change would make this stock purchase optional rather than mandatory. 

It is further the opinion of this subcommittee that at the time the act was 
passed it was the intent of Congress that the small business concerns should 
invest in the investment companies, and that the regulation adopted by the SBA 
which allows the investment companies to have 2 30-day repurchase option on 
this stock was a modification of the act. That portion of section 107.504-1(h) of 
the regulations which provides for this repurchase option should be deleted and 
discontinued in practice by the SBA. It is the opinion of the subcommittee that 
if the Congress desires to amend the compulsory stock purchase requirements 
it will do so, but as long as it remains in the law it should be complied with fully. 
The SBA should give the appropriate committees of Congress its recommendation 
concerning the effect of this provision of the law in the operation of the program. 

VI. Direct loans to small business concerns and aid to unicorporated small 
business.—Section 305(a) of the act should be amended in such a manner as 
to indicate that the making of loans to small business concerns is also a “pri- 
mary” function of these investment companies just as is that portion of the act 
that provides they will supply equity capital. 

The subcommittee is of the opinion that the SBA should change its policy 
which prohibits the participation by the SBA with the small business invest- 
ment companies in making loans. It is felt that, as the act is presently worded, 
there is nothing to prohibit this participation. Participation by SBA is pro- 
vided with banks in its financial assistance and other loan programs. A de- 
ferred participation by the SBA would have the practical effect of supplying a 
source of supporting funds for these investment companies and should en- 
courage the making of loans to sound small business enterprises. 

VII. Rediscounting agency.—Consideration should be given by Congress and 
the SBA to the establishment of a rediscounting agency or refinancing arrange- 
ment for the purpose of rediscounting loans made by the small business invest- 
ment companies and creating a secondary market for convertible debentures or 
stocks obtained from small business concerns by the small business investment 
companies. 

VIII. Geographical limitation of the act——The Small Business Investment 
Act of 1958 should be amended to provide that the geographical limits of the 
act would include the territory of Guam. 

This could be provided for by an amendment to section 103(4) of the Small 
Business Investment Act to provide that the term “United States” include, in 
addition to the Commonwealth of Puerto Rico and the District of Columbia, the 
territories of the United States. 

IX. Title V—Loans to State and local development companices.—Extensive 
liaison and followup should be established by the SBA for the purpose of as- 
certaining to what extent State laws which are in conflict and are a deterrent 
to the effective operation of this program are being amended. At the same time, 
the SBA should make every effort to acquaint the public, State authorities and 
State development companies with the fact that these loans are available. 
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Consideration should be given to extending section 502 of the act in order 
that loans to local development companies will be available after June 30, 1961. 

X. Personal holding company surtar.—The SBA should acquaint the public 
and the financial community, through appropriate means, of the passage of 
legislation by Congress (Public Law 86-376) which exempts small business in- 
vestment companies from the personal holding company surtax provisions of 
our tax statutes and thus encourage and stimulate financial interest and par- 
ticipation in the declared policy of Congress in aiding and assisting small busi- 
ness in the public interest. 

Mr. Parman. Our next witness is Congressman Roosevelt. Mr. 
Roosevelt, we are glad to have you, sir. You may proceed in your 
own way. You may read your entire statement or you may put it in 
the record, parts of it, whichever you may desire. 

Mr. Rooseverr. Thank you, Mr. Chairman. It is not very long and, 
if I may, I would like to read it. 

Mr. Parman. Please do. 


STATEMENT OF HON. JAMES ROOSEVELT, A REPRESENTATIVE IN 
CONGRESS FROM THE 26TH DISTRICT OF THE STATE OF 
CALIFORNIA 


Mr. Roosrvetr. Mr, Chairman, first may I say that I certainly en- 
dorse the statement made by my colleague, Mr, Evins, having been 
a member of his subcommittee. I think that the suggestions which 
he made are sound, and I am happy to hear that they will receive 
the careful consideration of yourself and the other members of the 
subcommittee. 

Mr. Chairman and members of the subcommittee, the proposal 
before us, S. 2611, to amend the Small Business Investment. Act of 
1958, offers a w elcome opportunity to assess a most important pro- 
gram, the objective of which is to aid, encourage, and support the 
development of small business enterprise, which is necessary if we are 
to have economic democracy. 

I am therefore more than pleased that you are considering this 
measure as well as giving further recognition and study to the Small 
Business Investment. Act of 1958, with particular reference to im- 
proving its application as experience indicates is necessary. 

The measure approved in the other body will not resolve all the 
problems in the small business investment field, but certainly it will 
provide for a greater degree of flexibility to each smal] business in- 
vestment company by liberalizing the terms under which it can pro- 
vide financial assistance to small business concerns. 

There is, of course, the necessary proviso that the manner and terms 
of equity capital financing must have the approval, by regulation or 
otherwise, of the Small Business Administration. 

I think it important to note at the outset that his measure is limited 
to the subject of financing and related matters. I do not want, to 
leave the impression that an improvement in the matter of financing 
lone will solve all problems of small business investment companies 
or the small business community. 

We shall always have the responsibility, I believe, to appraise con- 
tinuously the small business program, I think it is recognized by 
those of us who supported the 1958 Small Business Investment Act 
that at present it does not meet the overall financial needs of small 
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business enterprise. It does more nearly meet the needs of those firms 
with high or unusual promise of early success or of rapid growth. 

This limited application of the intent of the act by the Small Busi- 
ness Administration certainly warrants attention by this Congress. 

While this does represent a critical observation, I wish it to be 
clearly understood, however, that the Small Business Investment Act 
represents the results of many years of preoccupation with and con- 
cern about the difficult problems surrounding small business financing. 

The basic constructive elements are here. It is a matter of attempt- 
ing to improve the SBI program as we go along, and as we learn from 
practical experience. 

The Small Business Investment Act is of paramount importance to 
this country. This should be our guiding premise, rather than to say, 
because we still face problems, that the program is not worthy of sup- 
port, much less efforts to improve it. 

The real challenge is to continue on the road of trying to achieve a 
better understanding of the inherent problems of Leos business, its 
value to our economy and its future potential. 

Conversely, those engaged in small business enterprise must also 
give due recognition to these inherent problems and be willing to 
join in their resolution. 

Most of the changes proposed in S. 2611 will result in joint bene- 
fits—one, they will give greater impetus to the formation of small 
business investment companies, which to date have not materialized 
at the rate anticipated, and, two, a resultant impetus to small business 
loans. 

I do not think it can be overemphasized or stated too frequently that, 
notwithstanding widespread interest in and the need for the small 
business investment company program, this program has not pro- 
gressed in the manner it should or which is desired. 

While it was predicted by the Administrator that a total of 200 
small business investment companies would be licensed during 1959, 
the record shows that as of August 19, 1959—1 year following the en- 
actment of the 1958 act—the number was under 30. Today, 114 years 
later, there are about 75. 

There are certain facts which I would like to present to demonstrate 
the need to improve certain features of the law. 

Following August 21, 1958, when the act was passed, the Small 
Business Administration received thousands of inquiries from pros- 
pective or potential organizers of small business investment companies 
and from borrowers. According to a January 1959 report of the As- 
sociation of Small Business Investment Companies, almost 20,000 
inquiries were made. 

dditionally, when the American Management Association held a 
briefing session on the 1958 act in December of that year, it was heavily 
attended, as were the 1959 briefing sessions held across the country 
by the SBA with the assistance of the Internal Revenue Service and 
the Securities and Exchange Commission. 

In this connection, it is also noteworthy to observe the results of 
an inquiry made by the Harvard Business Review of executives of 
large and small companies in practically all fields of industry. Six- 
teen percent of the 600 respondents and 21 percent of all financial and 
related organizations expressed an intent to invest in a small business 
investment company (Clifford L. Fitzgerald, Jr., “Problems in Re- 
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view : Small Business Financing,” Harvard Business Review, March- 
April 1959, p. 152). 

The greatest interest came from financial institutions with over 12 
percent reporting that active participation in SBIC’s was pending 
and almost 50 percent reporting that they had given serious con- 
sideration to participation in the program. Only 15 percent reported 
they had considered and rejected such participation. 

Thus there is no doubt that interest in the SBIC program exists. 
However, Mr. Chairman, the record shows that the SBIC program 
has made a slow start. Part of it no doubt stems from a wait-and- 
see attitude—that is, to see how established small business investment 
companies are doing. 

However, I do think that the program can be injected with some 
changes that will generate greater activity. S. 2611 would contribute 
to this desired end. By not limiting the equity capital features to the 
purchase of convertible debentures, a step in the right direction will 
have been taken. 

There are different objectives of small business investment com- 
panies; consequently, one form of investment does not meet all given 
objectives. For example, at least three distinct types of small busi- 
ness investment companies are, or may be, developing. These three 
types have been referred to as the (1) pro bono maldion (2) the collat- 
eral advantage, and (3) the profit motive. We are not dealing, there- 
fore, with a single approach. 

Briefly, the description of each of these types is this: The pro bono 
publico type of SBIC is established by civic-minded groups and in- 
dividuals for the purpose of encouraging or developing communit 
industrial growth by providing term loans as well as equity cunital 
As such it would be expected to serve various sizes and types of small 
firms. To the best of my knowledge, this type of investment com- 
pany has not been licensed or proposed. 

The second type to which I have referred is the collateral advantage 
company. Interest in this type of investment company has been 
shown by banks and certain other financial groups because of the spe- 
cial advantages investment companies may bring to them as parent in- 
stitutions. 

It appears that only a modest proportion of the small number of 
investment companies being licensed are of this type. Only a very 
large bank that serves a very large area could control a single in- 
vestment company because a bank can invest no more than 1 percent 
of its capital and surplus in a small business investment company. 

It has been said that in the typical industrial community, the own- 
ership necessarily would be so. diffused as to render the collateral ad- 
vantage to any single bank quite intangible. 

The third type, designated as the profit motive small business in- 
vestment company, seeks out the business firm with special or unusual 
promise of growth, with the hope of realizing substantial capital gains 
in the course of 3 to 5 years or so, Such an investment company will 
depend on equity instruments rather than notes and mortgages as 
the primary means of financing. 

Corporations and individuals of considerable means would be 
tempted toward this type of investment company because the tax ad- 
vantages covering losses are of real substance. 
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While much interest has been shown in this type of company, it can 
serve only a few of the really promising small firms. 

Whichever type of investment company may eventually evolve as 
being the most common type, the fact remains that. all will not assume 
one single form. So, again, I repeat that a limited concept of financ- 
ing cannot meet the situation posed by the several approaches to 
SBIC’s. 

The changes proposed by S. 2611 are pertinent to the improvement 
of the situation. This, I sincerely believe, would be the case since 
the proposed bill would make the following changes: 

1, It would eliminate from the act the statement that it is the pri- 
mary function of each small business investment company to furnish 
equity capital to small business. Thus it would place long-term fi- 
nancing on an equal basis with equity financing. 

2. It would eliminate the restriction limiting equity financing to 
the medium of callable, convertible debenture bonds. This provision 
reflects the fact that the financing of new ventures or growing small 
business enterprises must be undertaken with reasonable freedom of 
judgment and would encourage imagination in the world of small 
business. 

There is another provision in S. 2611 on which I would like to com- 
ment in relation to the views expressed in a report of Subcommittee 
No. 1 of the House Select Committee on Small Business (H. Rept. 1252, 
86th Cong., 2d sess.). _ yaaa 

The proposed provision to which I refer is the elimination of the 
proviso that a small business receiving equity financing from a small 
business investment company must purchase stock in that company 
equal to 2 to 5 percent of the amount borrowed. . 

Regarding the elimination of the requirement to purchase stock in 
the financing company, I thik it Important to point out that the pro- 
vision in S. 2611 would leave this matter to the parties involved; that 
is, the lending institution and the borrower. d 

The subcommittee report of the Select Committee on Small Busi- 
ness, approved by the full committee, recommends, and I quote: 

The existing provision of the law should be amended to provide that the small 
business company may * * * purchase such stocks but not be required to do so 
as a prerequisite to obtaining financing. 

As a member of the House Select Committee on Small Business, I 
am hopeful you will give this aspect of the problem full consideration. 

If I may, Mr. Chairman, I would like to comment on another point 
contained in $8. 2611. The bill would eliminate the requirement that 
a business must refinance all of its outstanding indebtedness with the 
financing SBIC and would eliminate the requirement that a business 
will not incur additional indebtedness without prior approval of the 
small business investment company. Thus it would leave the matter 

SBA regulations. ; 

BET eet tues report of the House Small Business Committee 
states: 

Consideration should be given to amending section 304(¢) (2) in order to 
provide that the small business concerns will agree not to incur any additional 
indebtedness except on open account or short-term indebtedness without first 
securing the approval of the investment company and giving this company the 
first opportunity to finance this indebtedness. The only change that this entails 
would be the insertion of the word f additional and the phrase except open 
account or short term”, in the appropriate section of the act. 
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It. is my hope that the views of the House Small Business Com- 
mittee will be given all due consideration in an evaluation of the fea- 
ture of S. 2611 pertaining to this matter. 

Very frankly, Mr, Chairman, one provision of the Senate-approved 
bill poses a question not easily answered. This pertains to the pro- 
posed elimination of the provision in the act that the concern can re- 
“all its debentures upon 3 months’ notice. 

Obviously, this would be beneficial to the investment company. Per- 
haps this is only right and fair. On the other hand, small business 
concerns naturally prefer to have the opportunity of regaining their 
equity. I believe it is a question as to whether or not, on balance, this 
feature should be granted. 

Mr. Chairman, as one who believes in the soundness of the John- 
son-Patman approach in helping small business through the establish- 
ment of small business investment companies, I therefore support the 
intent of S. 2611, with a few minor reservations indicated. It offers 
changes needed to assure greater stimulus to a necessary program. 

And, Mr. Chairman, I think the tight-money situation makes it 
even more necessary, if small business is to grow, that we find a way 
to make it possible for these small business companies to compete on a 
financial basis, with the larger and more powerful companies that are 
in existence today. 

And so, Mr. Chairman, I would like to thank you and members 
of the committee for considering the proposal and for the opportunity 
to discuss this matter today. 

Mr. Parman. Thank you, Mr. Roosevelt. 

I know very well that you offered one of the original bills which 
contained the present law, the Small Business Investment Act, and I 
know your interest, too, in connection with the Evins subcommittee. 
I believe you were the ranking majority member on that committee. 

You gentlemen have filed a very fine report, which is being con- 
sidered by this committee, and we appreciate your views bringing your 
suggestions up to date, and you may rest assured that they will re- 
ceive consideration from this committee, sir. 

Mr. Roosrvett. Thank you, sir. 

Mr. Parman. Any questions, gentlemen ? 

Mr. Jounson. I would merely like to say that I have reason in my 
State to appreciate the zeal and devotion that the Select Small Busi- 
ness Committee brings to this task. I want to thank the two gentle- 
men who have just testified for their other work for small business 
and want to assure them that we will give the recommendations they 
have made here the closest attention. 

Under the rules of the House, the select committee cannot report leg- 
islation, and this committee has the obligation, but we are fortunate 
in having as our subcommittee chairman a man who is chairman also 
of the Select Committee on Small Business. So I am certain your 
recommendations will receive the closest consideration. 

Mr. Rooseveit. Thank you, very much. 

Mr. Parman. Mr. Miller. 

Mr. Mitier. Mr. Chairman, I would like to add my voice to that 
of Mr. Johnson. 

The hearings held last year in the State of California were of great 
value to us in considering this legislation and other legislation allied 
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to it. We certainly appreciate the work done by Mr. Roosevelt in 
conducting those hearings and giving us the benefit of studying them. 

Mr. Roosevett. Thank you, very much, 

Mr. Parman. We have with us this morning an ex officio member 
of this subcommittee who is always welcome, the chairman of the full 
committee, the Honorable Brent Spence. 

Mr. Spence, would you like to make a statement about this matter ? 

Mr. Spence. I think Mr. Roosevelt has made a very clear, excellent, 
and convincing statement, which shows deep study of the problem. 
He has stated his views very clearly and very convincingly. I think 
the committee owes him a debt of gratitude for coming here and giv- 
ing us his views on the subject. 

Mr. Roosrvettr. Thank you very much, Mr. Chairman. 

Mr. Parman. Thank you, Mr. Roosevelt. 

If you desire to supplement your remarks you may do so. 

Mr. Vanix. Mr. Chairman, I want to add that both Congressman 
Evins and Congressman Roosevelt have made an excellent case for the 
changes they propose in this legislation, and I appreciate it. 

Mr. Parman. Their report was not only a unanimous report of the 
subcommittee, composed of three Democrats and three Republicans, 
but it also received unanimous approval of the whole Committee on 
Small Business. 

Thank you. 

Mr. Rooseveit. Thank you, Mr. Chairman. 

Mr. Parman. Mr. Multer, we are delighted to have your testimony 
this morning on this bill, S. 2611, or any other bill which you desire 
to discuss or any amendments thereto. 


STATEMENT OF HON. ABRAHAM J. MULTER, A REPRESENTATIVE 
IN CONGRESS FROM THE 13TH DISTRICT OF THE STATE OF NEW 
YORK 


Mr. Mutter. Thank you, Mr. Chairman. 

It is always a pleasure to appear before my own committee or a 
subcommittee thereof as a witness and to give my colleagues a chance 
to go after me as I go after some of the witnesses who appear be- 
fore us. 

May I first, Mr. Chairman, apologize for not having a prepared 
statement. I just haven’t had the time to get it up and I will try to 
be very brief. 

I think I should direct the attention of the committee to the fact 
that while the Small Business Committee of the House, under the dis- 
tinguished chairmanship of the chairman of this subcommittee, Mr. 
Patman, did submit a report which was unanimously adopted by the 
Evins subcommittee, and the full committee did adopt the report 
unanimously, that unanimous adoption of the report was the action 
of those who attended the meeting. 

Unfortunately I was unable to attend the meeting and although I 
did put in writing to the chairman of the subcommittee some of my 
objections to the report, the report was adopted that way by the com- 
mittee, and that is one reason why I wanted to be heard here. 

In that report, which incidentally was rather a well prepared re- 
port and the result of much hard work and intelligent effort, there 
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nevertheless are some things recommended that I disagree with, and 
1 want to briefly refer to those matters here. 

First, there is a recommendation that loans be made to unincor- 
porated small businesses. I think that is a very unwise recommenda- 
tion. It is no problem and it’s a matter of small inconvenience and 
expense to any small businessman or any small firm, to incorporate 

ay. 

Now, it may be that the tax law should be amended so as to give 
to the small businessman who is incorporated the same tax privileges 
of reporting as an individual or as a partnership, instead of as a corpo- 
ration, if part of his stock is owned by asmall business investment com- 
pany. It has been pointed out that the exemption permitting a small 
business corporation to file a return and pay the taxes as though it 
were a partnership, does not apply in the event some of the stock is 
owned by a small business investment company. 

If that is the only objection to making loans to corporations rather 
than individuals, I think the remedy should be by changing the tax 
law, and not. by permitting loans to be made to unincorporated busi- 
nesses. As you know, whether it is a partnership or an individual pro- 
prietorship, upon death, the business must be liquidated, and, where 
you are making long-term loans, that is an extreme disadvantage. I 
doubt whether any intelligent lending officer will make a long-term 
loan to a partnership or individual, having in mind that in the event 
of the accident of death, he can’t continue the business to pay off his 
loan, nor is there any successive management that can come in. 

The business must either be liquidated or sold to new owners, 
whereas in making the loan in the first instance he has taken into 
account the competency of management, and he might not be willing 
to make the same loan to other management. 

Your hands are tied if you are lending the money to an unincor- 
porated business in the event of, as I say, the accident of death. There 
is nothing to do except liquidate the business and do the best. you can 
to get your money back unless you want to let other management come 
in that you might not approve of. 

So I say the provision in the regulation is a wise one that these 
loans and these investments be made only to and in corporations. 

Now, I hope the committee will have in mind that the purpose of 
this bill, the Small Business Investment Company Act, was to attract 
long-term loans which would be in the nature of equity capital, and 
which would not be actually loans but investments. You should not 
broaden this statute now so as to make this a general lending agency. 

I think we had in mind when we enacted the bill that we didn’t want 
to set up any new banks or any new private lending agencies as such. 
We didn’t want these new small business investment companies to go 
into general competition with the banks and other financial institutions 
that are already operating. 

We had in mind that the banks and other lending institutions were 
not making money available for long-term loans and equity capital, 
and we set this institution up to make that money available. We 
ought to keep that in mind as to any amendments we are going to offer 
to this law. That brings to mind the suggestion that. we strike out of 
the act the word “primary” when referring to equity capital. 
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I think the statute now provides that the primary purpose of the: 


law is to make equity and long-term loans and the suggestion has been 
made that we strike out “primary.” 

If you do that, you are just going to convert this into a general 
lending agency; and that is not, I am sure, the present congressional 
intent. 

It would also open the door to the banks invading this field through 
the back door. You have already heard that there are some 29 banks 
which now control these small business investment companies, and if 
you are going to give them the opportunity to say to a customer com- 
ing in for a loan, “You go next door to the smal] business investment 
company that we control and make your arrangements there, and 
then come in here and we will give you subsidiary financing,” they 
are going to evade the intent of this act. 


Mr. Patrman. Isn’t there any encouragement in the law for that, Mr.. 


Multer, in that a 100-percent. tax deduction is allowed on losses on 
convertible debentures purchased by the bank’s subsidiary small busi- 
ness investment company, whereas if the transaction was in the form 
of a loan made directly by the bank it would not get the benefit of that 
deduction ? 

Mr. Mutrer. That is right. 

Mr. Parman. Therefore, your statement, I think, is entirely correct 
that the inducement will be to refer loans tothe SBIC. 

Mr. Murer. Yes, and that also brings to mind the situation that 
I think the chairman has indicated he js concerned about, and which 
gives me considerable concern. That is the fact that we already 
have about one-third of the small business investment companies con- 
trolled by banks. 

Now, if we intended that the banks should be able to set up these 
small business investment companies, or if the Congress intends that 
that be permitted to be done, then let’s be forthright about it and 
change the statute. 

We said in the first instance that it requires at least 10 individuals 
to form a small business investment company. In every one of those 
29 instances where a bank has formed a small business investment 
company, the bank named 10 dummies, and the bank controls the 
corporation, and the bank names the directors. 

Now, if that is what we want, let’s change the law. Let’s not have 
them do by indirection what they should be permitted to do directly. 

On the other hand, if we intended what we said, that this requires 
10 individuals, then let’s make sure it is 10 individuals who are putting 
in their own money and who are going to elect the directors and run 
the institution. 

Now, maybe the banks can come in and make a good argument as 
to why they should be permitted to own, control, and operate these 
small business investment companies. If they can make such an 
argument, let’s change the Jaw and let them come in through the front 
door. Don’t have a law, as we have now, which says that there must 
be 10 individuals, and permit a bank to come in through the back 
door and name 10 dummies. 

I don’t think we intended that, and I don’t think we should permit 
it to go on. I think we ought to say something in any report that 
may accompany any bill coming out of this committee on that point. 
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That brings us to the question of whether or not additional loans 
should be made without the consent of the small business investment 
company. 

If they are going to the small business investment company for 
long-term financing, and it is going to be just that—long-term financ- 
ing: not interim financing—and on top of that they are going to go 
to the bank which controls the small business investment company 
and get subsidiary fianancing, you can be sure that somewhere along 
the line we are going to run into trouble. If the bank is in a position 
to do this subsidiary financing, it should certainly be in a position to 
do it as primary financing. 

They shouldn’t put the small business investment company that they 
control in a position of making the primary financing, at, as you have 
heard, up to 15 percent interest, and they take the secondary financing 
at 5 or 6 percent. 

If that loan is good enough for the bank as secondary financing at 
5 or 6 percent, they ought to make the primary loan at 5 or 6 percent 
instead of letting the small business company grab off the cream and 
let them hold the subordinate financing. 

There has been a suggestion that the so-called cross-stream loan 
provisions of the Bank Holding Company Act of 1956 be waived to 
permit a bank that is a subsidiary of a holding company to invest in a 
small business investment company owned by the same holding com- 
pany. 

I think we may have gone too far already in permitting bank hold- 
ing companies to establish small business investment companies. I 
did not realize the Small Business Investment Act of 1958 would have 
that result, and I find it a little difficult to follow the complicated 
interpretations of the 1958 act, the Bank Holding Company Act, and 
the Revised Statutes which lead to that result. This interpretation 
may be the opening wedge to destroy the Bank Holding Company 
Act’s prohibitions against banks engaging in nonbanking businesses. 
We may be going right back to the days when all the trouble in the 
banking field was caused by allowing investment bankers to own and 
control commercial banks. This must not be permitted to spread. 

Mr. Parman. Is this the only exception you know of, Mr. Multer? 
Is this the only instance in which a bank holding company is permitted 
to own anonbanking business ? 

Mr. Mutrer. There are, of course, limited exceptions under section 
4(c) of the Bank Holding Company Act, but none which violate the 
basic principles of the act as I think this does. 

But there is another basic principle of the Bank Holding Company 
Act which so far has not been violated, and it is embodied in section 6 
of the act. Section 6 prevents a holding company from forcing one 
of its subsidiary banks to make loans to another of its subsidiaries, or 
to invest in any other fashion in another subsidiary. When we enacted 
that prohibition, we had before us at least one concrete example of the 
abuses which can result from self-dealing between two subsidiaries of 
the same holding company. The best way to protect a subsidiary 
bank from being forced into making a bad investment in another sub- 
sidiary is to prevent such dealing altogether. 

So [ cannot go along with the argument that the proposed amend- 
ment would simply treat holding company subsidiary banks the same 
as other banks. This self-dealing situation does not arise for other 








82 SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 


banks. If they invest in a small business investment company, the 
do so at arm’s length. But the subsidiary bank is not dealing at arm's: 
—e with the small business investment company when they are 
both under the common control of a holding company. I think per- 
haps we have already gone too far in breaking down the sound restric- 
tions of the Bank Holding Company Act when we permitted bank 
holding companies to form small business investment companies. 
Let’s not go any further with it; let’s not take this proposed next step 
of creating a situation where their subsidiary banks can be forced to 
invest in their subsidiary investment companies. 

Now, there is one other suggestion that has been made, and that is 
that we grant the small business investment company an exemption 
from the Investment Company Act. 

Now, the only reason to do that is to permit the small business in- 
vestment company to issue stock options.. I think there is nothing 
worse in the field of corporate law—and that includes banks and 
insurance companies—than this granting of stock options, usually 
done by the directors for the benefit of the officers, who are in control 
of the situation, most of the time without notice to the stockholders. 

It is an unfair way of diluting the capital, or diverting capital of 
a company to those who control it. If they are under the Invest- 
ment Company Act, they would at least have to make the disclosures 
required by the Investment Company Act. I urge you not to amend 
this Small Business Investment Company Act so as to grant that 
exemption. 

That, in the main, is my statement, Mr. Chairman and gentlemen. 

Mr. Parman. Thank you very much, Mr. Multer. We value your 
judgment on these matters, and what you have said will receive very 
careful consideration by the members of this subcommittee. 

Are there any questions, gentlemen ? 

If not, thank you very kindly, Mr. Multer. 

If you desire to supplement your remarks and extend them to in- 
clude anything germane, you may do so. : 

Mr. Mutter. Thank you very much, Mr. Chairman. You are al- 
ways very kind. ; 

Mr. Parman. Tomorrow we will have Mr. Gadsby, Chairman of 
the Securities and Exchange Commission; Mr. Lane, from Atlanta, 
Ga., president of the Citizens & Southern Bank of Atlanta, Ga.; Mr. 
David King, representing the Second District of Utah; and Mr. A. B. 
Won Pat, speaker of the Legislature of Guam. | é 

Without objection, we will stand in recess until tomorrow morning 
at 10 o’clock in this room, : 

(Whereupon, at 12 noon, the subcommittee adjourned, to reconvene 
at 10 a.m., Thursday, March 10, 1960.) 
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House oF REPRESENTATIVES, 
CoMMITTEE ON BANKING AND CURRENCY, 
SuscomMi1TteEeE No. 3, 
Washington, D.C. 


The subcommittee met at 10 a.m., Hon. Wright Patman (chairman 
of the subcommittee) presiding. 

Present: Representatives Patman, Vanik, Burke, Miller, Johnson, 
Kilburn, Bass, and Milliken. 

Mr. Parman. The committee will please come to order. 

We have as our first witness this morning Mr. Gadsby, of the 
Securities and Exchange Commission. 

Are you ready to proceed, sir ¢ 

Mr. Gapssy. Yes, sir. 

Mr. Parman. You have a written statement ? 

Mr. Gapssy. Yes, sir. 

Mr. Parman. Do you have copies for the members of the com- 
mittee ¢ 

Mr. Gapssy. They have been distributed, sir. 

Mr. Parman. Very well. 

We are very glad to have you, sir, and you may proceed in your 
own way. 

Mr. Gapspy. Very well. If it is satisfactory to you, I will read 
this statement for the record. 

Mr. Parman. Perfectly satisfactory. 


STATEMENT OF EDWARD N. GADSBY, CHAIRMAN OF THE SECURI- 
TIES AND EXCHANGE COMMISSION; ACCOMPANIED BY THOMAS 
G. MEEKER, GENERAL COUNSEL; BYRON D. WOODSIDE, DIREC- 
TOR, DIVISION OF CORPORATION FINANCE; JOSEPH C. WOODLE, 
DIRECTOR, DIVISION OF CORPORATE REGULATION; MANUEL F. 
COHEN, ADVISER TO THE COMMISSION; AND LAWRENCE M. 
GREENE, ASSISTANT DIRECTOR, DIVISION OF CORPORATE 
REGULATION 


Mr. Gapssy. Mr. Chairman and members of the committee, my name 
is Edward N. Gadsby. I am from the Commonwealth of Massachu- 
setts and am Chairman of the Securities and Exchange Commission. 

- accompanied today by certain members of the Commission 
staff. 
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Mr. PArman. You may identify them. 

Mr. Ganspy. I have at my left hand, Mr. Lawrence Greene, Assis- 
tant Director of the Division of Corporate Regulation in charge of 
investment company matters. 

I also have Mr. Woodside, one of our division heads; Mr. Cohen, 
the adviser to the Commission; Mr. Meeker, our General Counsel; 
and Mr. Woodle, the Director of our Division of Corporate Regula- 
tion. 

We are here at your invitation to testify on our activities in rela- 
tion to the Small Business Investment Act of 1958, and more par- 
ticularly to comment on certain matters that have been raised with 
respect to the securities laws which our agency administers. 

The Securities and Exchange Commission is charged with the en- 
forcement of three statutes which are, to v arying degr ees, applicable 
to the activities of smal] business investment companies ; namely, the 
Securities Act of 1933, the Trust Indenture Act of 1939, and the In- 
vestment Company Act of 1940. 

The purposes of the Securities Act are to provide investors with 
information concerning securities offered for public sale and to pre- 
vent misrepresentation and fraud in the sale of securities generally. 

Insofar as the disclosure objective is concerned, the statute requires 
the filing of a registration statement which includes a prospectus con- 
taining prescribed information with respect to the issuer, its business 
and finances, the security to be offered, and related data. The prospec- 
tus must be delivered to investors. There are certain exemptions 
from registration provided in the statute. 

The Trust Indenture Act requires that bonds, notes, debentures and 
similar securities publicly offered for sale, except as exempted by the 
act, be issued under an indenture which meets specified requirements. 
These requirements are intended to provide a means by which the 
rights of holders of securities issued under the indenture may be pro- 
tected and enforced. 

The Investment Company Act of 1940 provides for the registration 
and regulation of companies engaged primarily in the business of 
investing, reinvesting, holding : and tr ading in securities. 

The general objectives of this statute are to secure honest and un- 
biased management of the investors’ funds; to give security holders 
a voice in the investment company and particularly in the selection 
of management; to assure adequate and feasible capital structures: 
to obtain fairness in all transactions involving aftiliated persons and 
the investment company; and to provide shareholders with informa- 
tive periodic financial reports. 

These statutes, and the exemptions they provide in the area of 
small business investment companies, are more fully described in a 
pamphlet which our agency issued last year entitled, “How SEC 
Laws and Regulations Affect Small Business Investment Companies.” 

With the committee’s permission, I would like to offer a copy of this 
pamphlet for the record. 

Mr. Parman. It may be received, sir. 
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(The document above referred to is as follows :) 


How SEC Laws ANp REGULATIONS AFFECT SMALL BUSINESS INVESTMENT 
COMPANIES 


I. THE SECURITIES ACT OF 1933 
General 

The Securities Act of 1933 is concerned with the offering and sale of securi- 
ties to the public and with the prevention of fraud and the use of deceptive 
practices in the sale of securities generally. This is accomplished primarily by 
requiring that most public offerings be preceded by the filing with the Commis- 
sion of a registration statement and that investors be furnished a prospectus 
containing information considered necessary to an informed and independent 
investment decision. The act applies to offers and sales of securities not only 
by the issuer but also by persons in a control relationship with the issuer. The 
act covers all types of securities, such as stocks, bonds, debentures, notes, voting 
trust certificates and, in general, any interest or instrument commonly known 
as a security. 

The Securities Act contains exemptions from registration for certain types of 
securities and for certain types of transactions in securities. In addition, the 
Commission is authorized to adopt rules and regulations exempting other securi- 
ties from registration upon terms and conditions deemed appropriate by the 
Commission. These exemptive provisions of the act and exemptive regulations 
of the Commission, insofar as they may be applicable to small business invest- 
ment companies, are described later. 

Registration of securities 

To register securities an issuer files with the Commission a registration state- 
ment, on the appropriate form prescribed by the Commission, accompanied by 
the prescribed filing fee. The registration statement includes copies of the pros- 
pectus which must be delivered to investors. The statement becomes effective 
20 days after the filing of the statement or any amendment thereto, unless the 
Commission accelerates the effective date. 

The Commission has prepared a special registration form, designated form 
N-5, for use by small business investment companies in registering their securi- 
ties under the Securities Act. This is a combination form which may also be 
used for registering small business investment companies under the Investment 
Company Act of 1940. The use of this form in connection with the latter act will 
be described later. 

A registration statement, including the prospectus and any other papers and 
documents filed as a part of the statement, becomes public immediately upon 
filing with the Commission. Until the registration statement is filed, no offer- 
ing of the securities may be made and until the registration statement becomes 
effective no sale of the securities may be made. Between the filing and the 
effective dates of a registration statement. no written sales literature other 
than that prescribed by the act and the Commission’s regulations may be used. 
After the effective date of the registration statement, however, a registrant 
may use sales material in addition to that prescribed by the act and the Com- 
mission’s regulations, provided such material is not false or misleading and is 
accompanied or preceded by the statutory prospectus. 

The fact that securities have been registered does not mean that the Com- 
mission has in any way passed upon the merits of, or given approval to, the 
securities or has made any finding that the registration statement, prospectus or 
other sales material is accurate or complete or does not contain any false or 
misleading statements. It is a criminal offense to make any representation 
contrary to the foregoing. The law prohibits false or misleading statements 
under penalty of fine or imprisonment, or both. In addition, if an investor 
suffers a loss in the purchase of a registered security, the law provides him 
with important recovery rights if he can prove there was incomplete or in- 
accurate disclosure of a material fact. 
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Statutory exemptions 


As indicated above, not every offer or sale of securities is subject to the regis- 
tration and prospectus requirements of the Securities Act. Section 3(a) of the 
act contains a number of exemptions for various classes of securities. For the 
most part, these exemptions are inapplicable to securities of small business in- 
vestment companies. However, attention is called to section 3(a)(3) which 
exempts commercial paper issued in current transactions and having a maturity 
not in excess of 9 months. Attention is also directed to section 3(a) (9) which 
exempts securities exchanged by an issuer with its existing security holders 
where no commission or other remuneration is paid directly or indirectly for 
soliciting such exchange. 

Section 3(a)(11) exempts securities which are part of an issue offered 
and sold only to persons resident within a State or territory where the issuer 
of such securities is a person resident and doing business within, or, if a corpora- 
tion, incorporated by and doing business within such State or territory. This 
exemption is not available, however, for small business investment companies 
registered under the Investment Company Act of 1940. A proposed offering 
under this exemption by a small business investment company which is not so 
registered would subject the company to registration under that act and the 
exemption would thereupon become unavailable. This is discussed further 
in connection with the discussion of the Investment Company Act. 

Section 4 of the act exempts certain types of transactions. These include 
transactions by or on behalf of noncontrolling stockholders; transactions not 
involving any public offering (so-called private offerings) ; and brokers’ transac- 
tions executed upon customers’ orders but not the solicitation of such orders 
(ordinary trading transactions). The private offering exemption may be of 
particular importance to small business investment companies and is dis- 
cussed in some detail below. 


Private offerings 


The exemption for issues not involving any public offering contained in sec- 
tion 4(1) of the act is probably utilized more than any other by small busi- 
ness enterprises. For example, when a small group of promoters composed of, 
Say, 10 individuals, decide to incorporate, the stock issued to them does not 
usually need to be registered because of the nonpublic nature of such sales. 
Whether or not an offering is public in other cases is often difficult to deter- 
mine. The Commission has in the past taken into account various factors in 
determining whether an offering is private or public. These include the scope 
of the offering (rather than the number of actual purchasers) and their rela- 
tionship to each other and to the issuer and the type, size, and manner of the 
offering. The methods employed to contact prospective purchasers may be par- 
ticularly pertinent. For example, a general solicitation either through the 
mails, by newspaper publication, or otherwise would constitute a public offering. 

Even though an offering is limited to a particular class of purchasers, it 
might not be considered a private offering. Thus on the one hand, the mere 
fact that an offering is limited to stockholders, employees, or creditors, does not, 
in and of itself, make the offering exempt. On the other hand, an offering to 
a restricted group of key employees might be exempt. 

The possibility of resale by the original purchaser must be taken into con- 
sideration by the issuer, for a private offering may thereby become public. 
The issuer should, therefore, satisfy itself that the shares are being taken 
for investment and not with a view to distribution. Representations to this 
effect are frequently obtained from the purchasers. The exemption also may 
not apply to securities offered privately, if securities comprising the same issue 
are offered to the public generally, at or about the same time. (This exemp- 
tion is discussed in detail in Securities Act Release No. 285, copies of which may 
be obtained from any SEC office.) 


Exemption provided by regulation HE 

Regulation E provides a conditional exemption from registration under the 
Securities Act for securities of small business investment companies which are 
licensed under the Small Business Investment Act or which have received the 
preliminary approval of the Small Business Administration and have been 
notified by the Administration that they may submit an application for such 
license. The regulation exempts issues not in excess of $300,000. In com- 
puting this amount it is not necessary to include the amount of funds received 
from the Small Business Administration or the capital advanced by the active 
promoters. 
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The regulation requires the filing of a notification with the Commission 
and, except in the case of offerings not in excess of $50,000, the filing and use 
of an offering circular containing certain specified information. The exemp- 
tion may be suspended in a particular case if the Commission finds that any 
of the terms and conditions of the regulation have not been met or complied 
with. It should be noted that compliance with this exemption does not exempt 
the company from the registration, reporting and other provisions of the In- 
vestment Company Act of 1940. 


Sale of stock to small business concerns 

Whenever a small business investment company provides capital to a small 
business concern through the purchase of the latter’s convertible debenture 
bonds, the small business concern is required, by section 304(d) of the Small 
Business Investment Act, to purchase stock of the small business investment 
company in an amount equal to not less than 2 percent nor more than 5 percent 
of the capital so provided. The regulations of the Small Business Administra- 
tion specify certain minimum amounts of such stock which a small business 
concern is required to purchase depending upon the amount of capital which 
it obtains from a small business investment company. 

The Commission has adopted a rule under the Securities Act, rule 151, which 
provides that such transactions are not deemed to involve a public offering of 
capital stock of a small business investment company if the amount of stock 
involved is the minimum required to be purchased in connection with the par- 
ticular transaction, and the stock is acquired by the small business concerns for 
investment and not with a view to its distribution. If a small business con- 
cern does not acquire such stock for investment but takes it with a view to 
its resale then, unless the stock is resold to the small business investment com- 
pany, consideration must be given to the registration of such stock or to com- 
pliance with the appropriate exemption regulation prior to any resale of the 
stock to the public. 

Resale of securities of small business concern 

A problem arises when a small business investment company acquires the con- 
vertible debenture bonds of a small business concern and intends to dispose 
of the bonds as promptly as seasoning and the development of a market for such 
bonds permit, or to dispose of the common stock received upon conversion of 
the bonds. Since most small business investment companies would be interested 
in turning over available resources as rapidly as possible in order to continue 
their operations and to realize available gains, this activity of the investment 
company will be essentially that of an underwriter. It is, therefore, necessary 
to give consideration to the registration and prospectus provisions of the Se- 
curities Act and to the provisions of the Trust Indenture Act insofar as a sub- 
sequent disposition of these securities of the small business concern may in- 
volve a public offering subject to these acts. The intrastate exemption provided 
by section 8(a) (11), or the limited exemption aiforded by regulation A under 
section 3(b), may be available. It would seem prudent, however, for the invest- 
ment company and small business concern to consider, and to make adyance 
provisions for, compliance with the Securities Act and the Trust Indenture Act 
in the event subsequent transactions fall within the scope of these acts. 


II. THE TRUST INDENTURE ACT OF 1989 


The Trust Indenture Act of 1939 requires that bonds, notes, debentures, and 
similar securities publicly offered for sale, except as exempted by the act, be 
issued under an indenture which meets the requirements of the act and has 
been duly qualified with the Commission. The act requires that indentures to 
be qualified include specified provisions which provide means by which the 
rights of holders of securities issued under such indentures may be protected 
and enforced. These provisions include designated standards of eligibility and 
qualification of the corporate trustee to provide reasonable financial respon- 
sibility and to minimize conflicting interests. The indentures must also require 
the trustee to exercise after default the care which a prudent man would 
exercise in the conduct of his own affairs. 

Several exemptions of importance to small business investment companies and 
small business concerns are contained in the Trust Indenture Act. The first 
of these exempts securities issued otherwise than under an indenture in an 
amount not exceeding $250,000 within a period of 12 consecutive months. The 
second exempts securities issued under an indenture which limits the total 
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amount of securities at any time outstanding thereunder to $1 million, provided 
the aggregate amount of securities offered during any period of 36 consecutive 
months does not exceed such amount. Transactions which are exempted by 
section 4 of the Securities Act are also exempt under the Trust Indenture Act. 

In addition, the Commission is authorized by section 304(e) of the act, which 
was added by the Small Business Investment Act of 1958, to exempt without 
limitation as to amount any class of securities issued by a small business in- 
vestment company subject to such terms and conditions as may be prescribed. 
Consideration is being given to the need for, and possible extent of, an exemptive 
regulation under that authority. 


IIT. INVESTMENT COMPANY ACT OF 1940 
General 

The Investment Company Act of 1940 provides for the registration and regcula- 
tion of investment companies which do business or offer their securities by use 
of the mails or any means of interstate commerce. The term “investment coi- 
pany” is defined in section 3(a) of the act and covers an issuer of securities 
which is primarily engaged or proposes to engage in investing, reinvesting, or 
trading in securities, or an issuer which owns or proposes to acquire investment 
securities valued at more than 40 percent of the total assets. The definition, 
therefore, generally encompasses small business investment companies. While 
a number of exceptions to the definition are contained in section 3 (b) and (¢) 
of the act and certain exemption are contained in section 6, the exception of 
special significance for small business investment companies is that contained 
in section 3(c) (1). 

Section 3(c) (1) exception 

Section 3(c)(1) excludes from the definition of “investment company” an 
issuer whose securities are beneficially owned by not more than 100 persons and 
which is not making or proposing to make a public offering of its securities. This 
exception is available only if both elements are present, so that if a public offer- 
ing is involved or proposed, or if the company has more than 100 security holders, 
it is subject to the registration and regulatory provisions of the act. In com- 
puting the number of security holders, the security holders of any company own- 
ing 10 percent or more of the voting stock of the investment company must be 
included. 

The question of whether a public offering is involved is the same as under 
the Securities Act and reference should be made to the discussion under that 
act as to the factors to be considered. In this connection the Commission adopted 
rule 3C-1 under the Investment Company Act which is substantially identical 
to rule 151 under the Securities Act dealing with the offering and sale by the in- 
vestment company of its stock to small business concerns. It is to be emphasized 
that even if there is no public offering involved, if the total number of small busi- 
ness concerns owning stock of the investment company, together with other 
stockholders, exceeds 100, the exception contained in section 8(¢)(1) will no 
longer be available and the investment company will be required to register. 

Small business investment companies which make a public offering of their 
securities must register such securities under the Securities Act or comply with 
the conditional exemption provided by regulation FE. As indicated above, the 
intrastate exemption contained in section 3(a)(11) of the Securities Act is 
made inapplicable by section 24(d) of the Investment Company Act to any securi- 
ties of a registered investment company. 


Registration by small business investment companies 

An investment company registers under the Investment Company Act by filing 
a relatively short notification of registration with the Commission on form N-—SA. 
A more detailed registration statement must be filed on the appropriate form 
prescribed therefor within 3 months after the filing of the notification on form 
N-8A. Form N-5 is prescribed for registration statements of small business in- 
vestment companies. It is a combination form which enables a small business 
investment company to file a single registration statement which meets the re- 
quirements of the Investment Company Act and at the same time serves to regis- 
ter securities for a public offering under the Securities Act. If a company has 
already filed its registration statement under the Investment Company Act, the 
form may be used for subsequent registration of securities under the Securities 
Act. If a company is required to file its registration statement under the Invest- 
ment Company Act even though it is not registering securities under the Securi- 
ties Act, the form may be used for this purpose also. 
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Reporting and other disclosure requirements 


Registered small business investment companies are required to make annual 
and, under certain circumstances, quarterly reports to the Commission and to 
trunsmit reports at least semiannually to their security holders. Such com- 
panies are also subject to the Commission’s rules relating to the solicitation of 
proxies, consents, and authorizations. Directors, officers, 10-percent security 
holders, and certain other insiders are required to report to the Commission 
their transactions in securities of a registered small business investment company. 
Initial capital requirements 

Before a public offering by a registered investment company may be made or 
completed, the Investment Company Act requires that an initial $100,000 net 
worth be raised privately or from not more than 25 persons as part of a public 
offering in accordance with certain procedures specified in the act. A memoran- 
dum dealing with the organization of an investment company under the act, 
including the specific mechanics of complying with the $100,000 capital require- 
ment, will be furnished upon request. 

Other requirements 

A registered investment company must maintain its assets under a custodian- 
ship agreement with a bank or a member of a national securities exchange, or 
under a safekeeping arrangement with a bank subject to the Commission’s rules. 
Pursuant to Commission rules, officers and employees of investment companies 
who have access to the assets of the company or authority to direct the disposi- 
tion of such securities must be bonded by a fidelity insurance company. 

The Investment Company Act prohibits registered investment companies from 
changing the nature of their business or certain of their investment policies 
without the approval of the stockholders; bars persons guilty of security frauds 
from serving as officers and directors; prevents underwriters, investment bank- 
ers, or brokers from constituting more than a minority of the directors of such 
companies; prohibits transactions between such companies and their directors, 
officers, or affiliated companies or persons, except upon approval by the Com- 
mission as being fair and involving no overreaching; and prohibits pyramiding 
of such companies and cross ownership of their securities. Other provisions re- 
late to sales and repurchases of securities issued by investment companies, ex- 
change offers, and other activities of investment companies. 

The act also places certain limitations: upon the issuance of senior securities 
(such as bonds or preferred stock) but the asset coverage requirement of 300 
percent for debt obligations, contained in section 18(a‘ (1) and (2) of the act, 
is made inapplicable to small business investment companies by the new section 
18(k) which was added to the act by the Small Business Investment Act of 1958. 


REGIONAL AND BRANCH OFFICES 


The following is a list of the regional and branch offices of the Commission. 
Those designated by an asterisk (*) are branches of regional offices. All others 
are regional offices. 


Atlanta: Suite 138, 1371 Peachtree Street, NE., Atlanta 9, Ga 
Boston: U.S. Post Office and Courthouse, Boston 9, Mass. 
Chicago: 680 Bankers Building, 105 West Adams Street, Chicago 3, Tl. 
«Cleveland: 1620 Standard Building, 1370 Ontario Street, Cleveland 13, Ohio. 
Denver: 802 Midland Savings Building, 444 17th Street, Denver 2 Colo. 
*Detroit : 1074 Federal Building, Detroit 26, Mich. 
Fort Worth: 301 U.S. Courthouse, 10th and Lamar Streets, Fort Worth 2, Tex. 
*Houston: 324 First National Bank Building, 201 Main Street, Houston, Tex. 
*Los Angeles: Room 309, Guaranty Building, 6331 Hollywood ‘Boulevard, Los 
Angeles 28, Calif. 
*Miami: 440 Plaza Building, 245 Southeast First Street, Miami 32, Fla. 
New York : 23d Floor, 225 Broadway, New York 7, N.Y. 
*St. Louis: 1025 Arcade Building, 812 Olive, St. Louis 1, Mo. 
*St. Paul: 1027 Main Post Office and Custom, 180 East Kellogg Boulevard, St. 
Paul 1, Minn. 
Salt Lake City: 1119 Newhouse Building, 10 Exchange Place, Salt Lake City, 
h. 
cS ae ‘isco: Pacific Building, 821 Market Street, San Francisco 3, Calif. 
Seattle: 304, 905 Second Avenue Building, Seattle 4, Wash. 
Washington : 310 6th Street NW., Washington 25, D.C. 
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[Release Sept. 4, 1959] 


SECURITIES AND ExCHANGE COMMISSION 
Washington, D.C. 


INVESTMENT COMPANY AcT oF 1940. 
Release No. 2909. 


ADOPTION OF RULE 3c-—2 UNDER THE INVESTMENT COMPANY AcT RELATING TO THE 
BENEFICIAL OWNERSHIP OF SECURITIES 


On July 21, 1959, the Securities and Exchange Commission published notice 
that it had under consideration the adoption of a rule under the Investment 
Company Act of 1940 which would except small business investment companies 
from the registration and other requirements of the act if certain conditions are 
met, and invited all interested persons to comment upon the proposal. The Com- 
mission has considered the comments received, all of which were favorable, and 
has determined to adopt such a rule in the form set forth below. 

Section 3(c) (1) of the act excepts from its operation any issuer which is not 
making and does not propose to make a public offering of its securities and whose 
outstanding securities are beneficially owned by not more than 100 persons and 
further provides that beneficial ownership by a company shall be deemed benefi- 
cial ownership by 1 person, with the exception that if such company owns 10 
percent or more of the outstanding voting securities of the issuer, the beneficial 
ownership of the issuer shall be deemed to be that of the holders of such com- 
pany’s outstanding securities. 

The rule adopted provides that for the purpose of section 3(c) (1) of the act, 
beneficial ownership by a compariy owning 10 percent or more of the outstanding 
voting securities of a small business investment company licensed or proposed to 
be licensed under the Small Business Investment Act of 1958 shall be deemed 
to be beneficial ownership by one person notwithstanding that such company 
owning such securities has more than one stockholder, if the value of all securi- 
ties of small business investment companies owned by such company does not ex- 
ceed 5 percent of the value of its total assets. The rule also would deem benefi- 
cial ownership by a company to be beneficial ownership by one person if the owner 
is a statewide development corporation created by or pursuant to an act of a 
State legislature to promote and assist growth and development of the economy 
of the State, provided that such State development corporation itself is not, or 
would not become as a result of its investment, an investment company. These 
latter provisions were not a part of the proposed rule as set forth in the notice 
issued on July 21, 1959, and the Commission determined to enlarge the rule in 
these respects following consideration of the comments received. 

The rule will, in the Commission’s view, tend to effectuate the purposes and 
objectives of the Small Business Investment Act and in view of the limited pub- 
lie investor interest under the prescribed conditions, as well as the policy ex- 
pressed in section 2(b) of the act, is appropriate in the public interest and con- 
sistent with the protection of investors and the purposes fairly intended by the 
policy and provisions of the Investment Company Act of 1940. This action is 
taken pursuant to the provisions of sections 6(c) and 38(a) of the Investment 
Company Act of 1940. The text of the rule follows: 

“For the purpose of section 3(c) (1) of the act, beneficial ownership by a com- 
pany, other than a registered investment company, owning 10 percent or more 
of the outstanding voting securities of any issuer which is a small business in- 
vestment company licensed to operate under the Small Business Investment Act 
of 1958, or which has received from the Small Business Administration notice 
to proceed to qualify for a license, which notice or license has not been revoked, 
shall be deemed to be beneficial ownership by one person (i) if and so long as the 
value of all securities of small business investment companies owned by such 
company does not exceed 5 percent of the value of its total assets; or (ii) if and 
so long as such stock of the small business investment company shall be owned 
by a State development corporation which has been created by or pursuant to 
an act of the State legislature to promote and assist the growth and development 
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of the economy within such State on a statewide basis provided that, such State 
development corporation is not, or as a result of its investment in the small busi- 
ness investment company (considering such investment as an investment secur- 


ity) would not be, an investment company as defined in section 3 of the act.” 
Effective forthwith. 


By the Commission. 


OrvAL L. DuBois, 
Secretary. 


[Release Feb. 13, 1959] 
SECURITIES AND ExCHANGE COMMISSION 


Washington, D.C. 


SECURITIES ACT OF 1933 

Release No. 4033 

INVESTMENT COMPANY ACT OF 1940 
Release No. 2828 


ADOPTION OF RULE 151 UNDER THE SEcuRITIES Act OF 1933 AND RULE N-3C-1 
UNDER THE INVESTMENT COMPANY AcT OF 1940 


The Securities and Exchange Commission has adopted rules under the Securi- 
ties Act of 1983 and the Investment Company Act of 1940 defining the term 
“public offering” to exclude under certain conditions the offering of the stock 
of small business investment companies to small business concerns pursuant to 
the requirements of the Small Business Investment Act of 1958. Notice of the 
proposed action was published January 13, 1959, in Securities Act release No. 
4015 (Investment Company Act release No. 2818). 

Under section 304(d) of the Small Business Investment Act, whenever a small 
business investment company provides capital to a small business concern through 
the purchase of the latter’s convertible debenture bonds, the small business con- 
cern is required to purchase stock of the small business investment company in 
an amount equal to not less than 2 percent nor more than 5 percent of the capital 
so provided, in accordance with regulations of the Small Business Administration. 
Those regulations specify certain minimum amounts of such stock which a 
small business concern is required to purchase depending upon the amount of 
capital which it obtains from a small business investment company through the 
issuance of convertible debenture bonds. 

The new rules provide that a public offering of capital stock of a small business 
investment company is not deemed to be involved where the offer or sale is made 
in connection with the purchase of debenture bonds from a small business 
concern pursuant to the requirements of the Small Business Investment Act, 
the amount of stock involved is the minimum required by that act and the 
regulations thereunder in connection with the particular transaction, and the 
stock is acquired by the small business concern for investment and not with a 
view to its distribution. 


I. Rule 151 which was adopted pursuant to the Securities Act of 1933, par- 
ticularly section 19(a) thereof, reads as follows: 


“Rule 151. Definition of certain terms used in section 4(1) of the act 


“The term ‘transactions by an issuer not involving any public offering’ as 
used in section 4(1) of the act, shall be deemed to include the offer or sale 
of the capital stock of a small business investment company, licensed as such 
under the Small Business Investment Act of 1958, to a small business concern 
in not more than the minimum amount required to be purchased, with respect 
to the particular transaction, under the provisions of section 304 of such act 
and the rules and regulations thereunder, provided that— 

“(a) The offer or sale is made only in connection with, and as a condition 
to, the purchase of debenture bonds from the small business concern by the 
small business investment company ; and 
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“(b) The capital stock acquired by the small business concern in connection 
with the offer and sale is purchased for investment and not with a view to the 
distribution thereof.” 

II. Rule N-8C-1 which was adopted pursuant to the Investment Company 
Act of 1940, particularly section 38(a) thereof, reads as follows: 

“Rule N-3C0-1—Definition of certain terms used in section 3(c) (1) of the act 

“The term ‘public offering’ as used in section 3(c)(1) of the act shall not 
be deemed to include the offer or sale of the capital stock of a small business 
investment company, licensed under the Small Business Investment Act of 1958, 
to a small business concern in not more than the minimum amount required 
to be purchased, with respect to the particular transaction, under the provisions 
of section 304 of such act and the rules and regulations thereunder, provided 
that— 

“(a) The offer or sale is made only in connection with, and as a condition to, 
the purchase of debenture bonds from the small business concern by the small 
business investment company; and 

“(b) The capital stock acquired by the small business concern in connection 
with the offer and sale is purchased for investment and not with a view to the 
distribution thereof.” 

* * * a * * a 

The above rules being rules of interpretation, shall become effective imme- 
diately upon the publication thereof, February 13, 1959. 

By the Commission. 

OrvaL L. DuBols, Secretary. 

Mr. Gapssy. I should note that since the publication of that pam- 
phlet we have adopted another rule intended to facilitate the small 
business investment company program. ‘This is rule 38C-2, which I 
shall discuss later. 

Section 307 of the Small Business Investment Act provides for cer- 
tain exemptions from these statutes. Provision is made for condi- 
tional exemptions from the Securities Act and the Trust Indenture 
Act where the Commission finds that the enforcement of the particular 
statute with respect to the securities issued by a small business invest- 
ment company is not necessary in the public interest and for the 
protection of investors. 

An outright exemption is provided from the requirement of the 
Investment Company Act of 1940 specifying a certain asset coverage 
for debt securities of investment companies. 

In fashioning this statutory pattern the Congress considered and 
weighed the problems involved in affording assistance to small busi- 
ness and at the same time preserving adequate protections for the in- 
vesting public. 

The Congress decided that any plan of assistance to small business 
which would involve public investment must be bottomed upon the 
time-tested maxim that confidence can only be achieved, and damage 
to the public avoided, by adherence to open and complete disclosure 
and fair dealing between the parties. 

To this end it was determined that these new small business invest- 
ment companies would be subject to the applicable provisions of the 
securities laws except to the extent that I have already noted. 

I understand that there is no overall objection to the application 
of the Securities Act to small business investment companies. On the 
contrary, the recent report of Subcommittee No. 1 of the House 
Select Committee on Small Business stated that it “is recognized that 
the Securities Act of 1933, with its disclosure mandate is a necessary 
control over the investment companies” (H. Rept. 1252, 86th Cong., 
2d sess., p. 11 (1960) ). 
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On the other hand, however, the same report recommended that 
consideration be given to a complete exemption from the Investment 
Company Act of 1940 for small business investment companies. (Id. 
at pp. 11, 27.) 

At present there are over 70 licensed small business investment com- 
panies, of which only 14 are registered under the Investment Company 
Act. Of these five have made public offerings, and another is pre- 
paring to do so. The remaining eight are looking to the termination 
of their registration under the act primarily relying on the ex- 
ception in section 3(¢) (1) and rule 3C-2 thereunder, which I shall dis- 
cuss in a moment. 

With respect to those few companies which are subject to the In- 
vestment Company Act, we have taken many steps to facilitate com- 
pliance with that act and the other acts which we administer. 

Working together with the Small Business Administrator and his 
staff, we evolved a procedure whereby applications for licenses under 
the Small Business Investment Act are submitted, with the appli- 
cants’ consent, to the Commission when they are filed with the Small 
Business Administration. This enables our staff to review the appli- 
cation promptly and advise the applicant as to the effect of the se- 
curities laws upon his proposal. This also serves to save considerable 
time for prospective licensees and avoids duplicative efforts on their 
part. 

In order to simplify the procedures for complying with our statutes, 
we adopted a combination form which enables a small business in- 
vestment company to file a single registration statement which meets 
the requirements of the Investment Company Act and at the same 
time serves to register securities for a public offering under the Se- 
curities Act. 

Thus, by utilizing this form N-5, a company registering under the 
Securities Act need file no additional papers in registering under the 
Investment Company Act. 

Moreover, nearly all of the information required by the form will 
be available from the data already presented to the Small Business 
Administration in the application for preliminary approval which 
is a requisite for the formal application for a license from that agency. 

Pursuant to the exemptive authority provided by the Small Busi- 
ness Investment Act, we promulgated regulation E, a regulation simi- 
lar in many respects to regulation A, the principal exemption we have 
adopted under section 3(b) of the Securities Act for small offerings. 

Regulation E permits a small business investment company to make 
u public offering of securities of up to $800,000 without meeting the 
registration requirements of the statute. I might note that if no pub- 
lic offering is involved, the Securities Act otherwise provides for an 
exemption. 

Regulation FE requires that an offering circular summarizing cer- 
tain pertinent business and financial information be used in connec- 
tion with the sale of the securities offered thereunder, except in cer- 
tain cases involving offerings of less than $50,000. 

The preparation of the notification and offering circular should not 
be burdensome. The information required is fundamental and is 
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readily available to the company desiring to use the regulation, and, 
in fact, will have been submitted to the Small Business 
Administration. 

We believe on the basis of our experience that as a protection to 
those engaged in the investment business, as well as to the investing 
public, certain basic information should be furnished to each person 
to whom the securities are offered. 

Our efforts to facilitate the small business investment company pro- 
gram also led to the adoption of other rules under our statutes. The 
requirement in the Small Business Investment Act for the purchase 
of the investment company’s stock by a smal] business firm, which sells 
convertible debenture bonds to the investment company, raised the 
question whether the investment company was making a public offer- 
ing of the securities, within the meaning of the Securities Act and the 
Investment Company Act. If it was, both statutes would be operative. 

We adopted rules 151 and 3C-1 which provide that no public of- 
fering is involved in the circumstances to which I have just referred 
if the shares are taken for investment. 

In September 1959 we adopted rule 3C-2 to avoid a problem pre- 
sented by section 3(c) (1) of the Investment Company Act. Under 
that section, the act does not apply to an investment company which 
does not propose to offer securites to the public and whose securities 
are beneficially owned by not more than 100 persons. 

If a corporation owns 10 percent of the voting securities of the 
investment companies, however, then all the stockholders of the cor- 
poration must be included in determining the number of beneficial 
owners of the investment company. 

Under rule 3C-2, in the case of small business investment companies, 
the corporation is considered to be a single owner if the value of its 
investment in the small business investment company does not exceed 
5 percent of the value of the corporation’s total assets. 

The rule in effect permits small business investment companies, not 
otherwise having a substantial public interest in their securities, to be 
promoted by banks, insurance companies, State development corpora- 
tions, and other institutional investors, without bringing the small 
business investment companies under the Investment Company Act. 
The basis for the rule is that the indirect public investor interest 
through such sponsors in these situations is minimal. 

I might note that the rule achieves a specific suggestion made dur- 
ing the hearings before Subcommittee No. 1 of the House Select Com- 
mittee on Small Business, and referred to in its recent report at page 
9 (H. Rept. 1252, 86th Cong.). 

We have also undertaken to simplify procedures in the area of pe- 
riodic reports. Here, again, the SEC is anxious to avoid possible du- 

lication of efforts on the part of these companies but, on the other 
hendi feels that the data contained in such reports should be available 
to the public in the place where the public has become accustomed to 
look for it, and that the data ought to be reviewed by an agency whose 
approach is oriented to the protection of investors. 

Our staff, working with the staff of the SBA, recently worked out 
a method for coordinating the filing requirements of the two agencies. 
Under this procedure, the small business investment companies will 
be able to file reports with the two agencies which are identical ex- 
cept in a minor respect. 
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I would now like to direct myself to the merits of the suggestion 
that small business investment companies should be completely ex- 
empted from the Investment Company Act of 1940. 

I should first point out that the Senate committee report accom- 
panying S. 2611, which bill is one of the subjects of this hearing, stated 
that “the committee believes it is premature to recommend amend- 
ments to the Investment Company Act of 1940, pending develpoment 
of the program and the operation of the small business investment 
companies over a greater period of time.” 

Incidentally, I might add that we have no comments with respect 
to S. 2611 because it does not affect matters within our jurisdiction. 

We are of the opinion that no sound reason has been advanced for 
depriving public investors in these small business investment com- 
panies of the protections and benefits provided by the Investment 
Company Act. That act was passed after extensive studies over a 
5-year period made by the Commission pursuant to congressional di- 
rection. 

It was the conclusion of the Congress, in the light of the record of 
gross abuses that was there revealed, that investors in investment 
companies needed special protections over and above those provided 
for by other statutes. 

To that end, the act requires, among other things, recitals of in- 
vestment policies of these companies; prohibits them from changing 
the nature of their business or their investment policies without the 
approval of their stockholders; lays down minimum standards with 
respect to the composition of the board of directors of such com- 
panies; requires management and advisory contracts to be submitted 
to security holders for their approval; and prohibits transactions in- 
volving such companies and their officers, directors, and affiliates. 

In this last connection the statute provides flexibility by granting 
the:Commission authority to consider and approve such transactions 
based on a standard of fairness and lack of overreaching. 

In recommending passage of the Small Business Investment Act 
the Senate committee report recognized that “in order to give ade- 
quate protection to investors, the Investment Company Act of 1940 
should be applicable to small business investment companies” (S. 
Rept. 1652, 85th Cong., 2d sess., p. 13 (1958) ). 

We are most sympathetic to the needs of small business, and as I 
have already pointed out, we have taken action in aid of these needs. 
However, we are also most sensitive to the requirements of the invest- 
ing public, and I would urge against an outright exemption from the 
Investment Company Act, especially since no compelling arguments 
have been advanced to warrant such a turning back of the clock. 

There is no reason, particularly in view of the rules and form that 
have already been adopted and the new report form now being 
evolved, that any provision or requirement of the Investment Com- 
pany Act should impede the operation of a small business investment 
company. 

In any event, if there is a specific provision of the Investment Com- 
pany Act which the Congress believes should not be applicable to the 
small business investment company, an exemption limited to that 
area might be provided as was done in the original Small Business 
Investment Act. A limited area of difficulty, if one exists, should not 
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be employed as a means of completely freeing these companies from 
regulation necessary in the interest of investors and the public. 

It must be emphasized that the Investment Company Act is not 
applicable to a company with less than 100 stockholders which is not 
making a public offering. Consequently, any exemption provided for 
small business investment companies would of necessity have as its 
purpose the exclusion of investment companies with an investor in- 
terest which the Congress considered sufliciently significant as to 
require the protections of the Investment Company Act. 

I recognize that the Small Business Investment Act provides for 
regulation of these companies by another Government agency. As 
I have already indicated, any overlapping of regulatory burdens have 
been reduced to a bare minimum, if not completely eliminated, under 
the procedures to which I have already referred. 

But, more importantly, regulation in terms of the standards pre- 
scribed by the Small Business Investment Act does not have as its 
thrust the protection of investors. In this connection the Small Busi- 
ness Administrator in recent testimony before the Senate Select 
Committee on Small Business, stated his belief that Congress “in- 
tended that the primary responsibility for the protection of the in- 
vestor lay in most cases with the Securities and Exchange Commis- 
sion” (Testimony of Philip McCallum before the Select Committee on 
Small Business, U.S. Senate, February 23, 1960 (transcript, p. 25)). 

The regulation provided by the Investment Company Act of 1940 
is directed to that very purpose of investor protection. 

Furthermore, the extent of regulation under the Small Business 
Investment Act is discretionary with the Small Business Administra- 
tion. On the other hand, the Investment Company Act defines var- 
ious areas of regulation directed to investor protection which ex- 
perience has shown to be necessary. i 

In addition, the orientation of regulation by an agency concerned 
with stimulating or assisting the financing of small business is vastly 
different from that of an agency concerned with investor protection. 

The Small Business Administration, from the very nature of its 
primary functions, cannot be expected to have or develop the exper- 
tise needed for this type of regulation for the protection of investors. 

We are convinced that there is no sound reason for excepting small 
business investment companies from the provisions of the Investment 
Company Act since these companies are essentially no different from 
many investment companies which have registered and are operating 
under that act. DSi Bae 

Congress was fully aware of the special situation and venture 
capital type of investment company when the Anvestmnestt Company 
Act was passed. Thus, the provisions of section 12(e) of the Invest- 
ment Company Act were specifically drawn to foster the organization 
and development of venture capital investment companies under the 
protection of the act. ; j egy ae 

Investors in small business investment companies w hich, by their 
nature are highly speculative ventures, have as great, if not ome 
need for the full ee eM nee by the securities laws. They 

be deprived of those protections. . 
acer ec ae that it has beets suggested that greater interest would 
be stimulated in small business investment companies if they were 


permitted to issue stock options. 
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Section 18(d) of the Investment Company Act specifically prohibits 
long term warrants or options, and section 23(a) specifically prohibits 
the issuance of securities for services. These express prohibitions were 
embodied in the statute because of the abuses that had resulted in this 
area, 

The dangers inherent in the use of option warrants in the investment 
company context were made abundantly clear by the Commission’s 
investment trust study which formed the basis for the statute (SEC, 
“Report on Investment Trusts and Investment Companies,” pt. ITI, 
H. Doc, 279, 76th Cong., pp. 1922-1924 (1940) ). 

Because of the various forms of abuse which can arise in this area 
Congress determined that managerial compensation should take a 
more direct and open form. Payment of compensation by an invest- 
ment company for services rendered may be on a salary or a fee basis, 
but in either case it is precise and known and readily understood by 
the investor. 

On the other hand, options are a form of profit-sharing device in 
which the equity of the shareholders may be diluted to an unknown 
extent. 

Indeed the investment company industry itself recognized the need 
for the prohibition against options in the statute which was enacted 
with their endorsement. 

The use of restricted stock options, which are not transferable, does 
not materially reduce the potentialities for abuse inherent in stock 
options generally. For example, the danger of dilution of the equity 
of shareholders remains an inherent problem. 

Options also introduce a speculative security into the capital struc- 
ture of the issuing corporation. The existence of options, restricted 
or not, may impede the company in its efforts to raise additional capital 
on reasonable terms, particularly where there are no statutory limita- 
tions on the amount of stock which may be subject to options. 

For example, a company in need of funds which could otherwise be 
raised on reasonable terms by a public offering is, by virtue of out- 
standing options, subject to a call at a price below the current market 
price of the stock with consequent dilution of the stockholders’ equity. 
It is obvious, of course, that in these circumstances also, appraisal and. 
analysis of the securities involved becomes difficult, if not impossible. 

These factors can have serious consequences to a developing enter- 
prise and could interfere seriously with its ability to generate sufficient 
funds to meet the needs of the small business concerns looking to it for 
financial assistance. 

Furthermore, the fact that an option is restricted would not elimi- 
nate a tendency to watch the market and to take speculative risks con- 
trary to the interests of investors. A holder of a restricted stock 
option is, of course, concerned with the price fluctuations of the under- 
lying stock. A serious conflict of interest is thus present in this situa- 
tion. 

When restricted options are exercised by management and the stock 
is sold to realize capital gains, the possibility exists that management 
will no longer have the interest and incentives alleged to underlie the 
necessity for these options. If then, additional options are issued to 
overcome this problem, a new round of possible dilution and its attend- 
ant problems are set in motion. 
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I might add that the unavailability of stock option has not impeded 
the investment company industry as a whole, which has grown from 
$214 billion of assets in 1940 to $20 billion currently. 

In other words, options create possibilities of speculation and con- 
flicts of interest, and introduce an element which may impede financ- 
ing. 
_ If the need for indirect compensation through the option device is 
imperative, I would p-int out that there is no prohibition in the In- 
vestment Company Act of 1940 against the issuance of stock options 
by a management or investment advisory firm in cases where by con- 
tract such a firm supervises the investment company operation. 

The worth of the shares underlying such options will also increase 
with the success of the small business investment company. 

Thus, there is both the same incentive and the same reward without 
the attendant dilution of the equity of public shareholders in the in- 
vestment company. 

Neither the Investment Company Act nor, indeed, the other stat- 
utes administered by the Commission, should be viewed as placing 
unreasonable obstacles in the path of corporations which seek to raise 
money from the public. 

On the contrary, history teaches us that the standards of conduct im- 
posed by these statutes will in the long run be of great assistance in 
contributing to the successful operation of small business investment 
companies having a public interest. To the extent that investors are 
protected by the safeguards provided by this legislation, a more favor- 
able climate for the flow of capital in this area can be expected. 

Mr. Chairman, I thank you very much for this opportunity to ap- 
pear, and I shall be very happy to answer any questions which you or 
any members of the committee may have. 

Mr. Parman. Thank you, Mr. Gadsby. You have made a very 
fine statement here, which will help us in our consideration of this bill, 
T know, and we will certainly give it careful consideration. 

Mr. Miller, would you like to ask any questions ? 

Mr. Miter. Yes, Mr. Chairman, on a point of clarification, if I 
may. 

gra on page 9 of your testimony, Mr. Gadsby, you indicate 
that the Investment Company Act is not applicable to any company 
with less than a hundred stockholders. Does this apply also to stock 
options ? 

Suppose we have an investment company under the present law 
which has less than a hundred stockholders and which wants to issue 
stock options. Would the Investment Company Act of 1940 apply 
in that instance? 

Mr. Gapssy. An investment company which has less than a hun- 
dred stockholders is exempt from all provisions of the Investment 
Company Act of 1940 and may, I presume, issue stock options if it so 
wishes. 

Mr. Miter. Suppose it makes a public offering ? 

Mr. Gapssy. Then it comes under the 1940 act and must comply 
with the act. At that point, I presume, it must make arrangements 
to eliminate its stock options. 

Mr. Murr. According to testimony we had on Monday from Mr. 
Noone, he said that eventually all these small investment companies 
would come under the SEC regulations. 
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Do you feel that this is the case or that most of these companies 
will continue their exempt status? 

Mr. Gapspy. I wouldn’t like to speculate on the future of small 
business investment companies. There are two or three fairly good- 
sized companies that have already made public offers, and successfully, 
and are now in business and subject to the Investment Company Act 
of 1940. They seem to have no difficulty in complying with the act. 

A substantial number of these companies have been formed by banks 
or other corporations, which are prohibited for some reason from 
doing this sort of business under their own charter, but can do it by a 
subsidiary corporation. Of course, I doubt that this type of company 
would ever have any public offering. 

I assume that in the ordinary case of an investment company hav- 
ing less than a hundred stockholders and which has made no public 
offering, its future would depend pretty largely upon its results. If 
it proved necessary to expand, why, then, I assume that it would 
probably have to resort to the public market for its funds. 

Mr. Minuer. I know that your testimony shows efforts at sim- 
plifying procedures and so forth. Now, looking at this as an indi- 
vidual, an applicant on the outside looking in, would he, in fact, 
regard these as simplified procedures or would he just throw up his 
hands and say, “This is just too complicated for me and I am not going 
to get into this field at all’? 

Mr. Ganpssy. I think, Mr. Congressman, that the pamphlet which we 
have published and circulated widely and which has been made a 
part of the record, shows as clearly as the use of the English language 
can, just what procedures are necessary in case of a company making 
a public offering and the cases in which such compliance with the 
statutes is necessary. We have made a distinct attempt to make it 
understandable, if not perhaps by a layman, certainly by anyone who 
is interested in this field. 

Mr. Miuirr. Of course, you are very concerned with the enforce- 
ment of the Investment Company Act of 1940, but from your expe- 
rience, since the passage of the Small Business Investment Company 
Act, do you feel that Congress really considered the effect that the 
1940 act was going to have on the subsequent law ? 

Mr. Gapsspy. Oh, yes. The provisions of the 1940 act were specifi- 
called to the attention of Congress at the time of enactment of the 
Small Business Act, and the suggestion was made at that time that 
these companies be exempted from all provisions of the Securities 
Act. We explained the possible effect that that might have upon the 
investing public, and the committees of Congress at that time spe- 
cifically referred to the request for exemption and said that it was 
not justified under the present state of things. 

Mr. Mrrer. Do you feel that the considerations at the time of pas- 
sage of that act have been borne out? Was Congress reliably advised 
at that time and borne out by subsequent experience? 

Mr. Gapssy. All that I can say to that, Mr. Miller, is that there are 
half a dozen of these 70 companies that have registered with the Com- 
mission under both the 1933 act and the 1940 act, and they seem to 
have no difficulty in complying with it. 

Mr. Miter. Well, then, possibly they are different from the indi- 
viduals that I have talked to who are making application, as to the 
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sheer complexity and weight of material which is required being 
rather impressive. 

I am not saying that this should not be the case. Maybe that is the 
kind of civilization we are living in, but I say that it is difficult, oner- 
ous, and oppressive. 

Mr. Gapssy. But the information which we require in our appli- 
cation for registration is precisely the information which they have 
to give to the Small Business Administration. 

Mr. Minter. Well, my questions are general in nature and not di- 
rected to the SEC. 

Mr. Gapssy. Our staff works with the staff of the SBA in order to 
make sure that we don’t get into complications in that respect. 

Of course, I must admit, Mr. Miller, that the 1940 act is an ex- 
tremely complicated piece of legislation. On the other hand, there 
are only certain portions of that act which apply to small business 
investment companies. 

The small business investment company is not interested in the 
provisions of the act regarding face amount certificates, or in some 
other of the various complicated provisions of the 1940 act. Some of 
them are very difficult. 

But I think this pamphlet shows distinctly what provisions of the 
Investment Company Act must be considered and just how they op- 
erate. 

I have before me, for example, two prospectuses, three prospectuses, 
rather, which have been filed with us, the shares described in which 
have been offered and sold to the public. They are not more compli- 
cated, I would think, by any means, than the average registration 
statement such as we pass on literally by the dozens each day. 

Mr. Miter. Of course, we are trying to stimulate investment in a 
field where there has not been a great deal of activity recently. Small 
business can’t stand the strains of the ordinary long-drawn-out delays 
that larger corporations could survive. So we are always looking 
for ways to make it easier and more convenient for these individuals 
to comply. My criticism is not directed at the enforcement of either 
the 1940 act or the 1958 Small Business Investment Act, but merely 
to the imperatives for greater speed. 

Mr. GapsBy. Well, Mr. Miller, that is a matter for congressional 
policy. If Congress considers that the protection of the investing 
public may be overlooked or diminished in favor of the operation of 
these concerns, why, that is up to the Congress. 

All I can say is I would advise against it from my experience in the 
investment field. 

Mr. Murer. Thank you, Mr. Chairman. 

Mr. Parman. Mr. Bass. 

Mr. Bass. No questions. 

Mr. Parman. Mr. Johnson. 

Mr. Jonnson. I would like to follow up this more general line. 
You state that “the investment company industry has grown from 
$2 billion of assets in 1940 to $20 billion currently.” If the invest- 
ment company industry had undergone such growth and it has, what 
was the gap that occasioned the Small Business Investment Company 
Act? How is it possible that this industry would refuse, or was it 
unable to support the policy which creates the Small Business Invest- 
ment Company Act? I ask this in the face of what appears to be an 














SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 101 


investment industry that is doing far more than is requested under 
the act before us. 

Mr. Gapspy. The Investment Company Act as created in 1940 was 
not designed to fill this sort of gap. 

Mr. Jounson. Equity gap? 

Mr. Gapspy. It was designed for investments in equities—don’t 
misunderstand me—and most investment companies do invest in 
equities, but those equities are the marketable equities, in companies 
which are substantial in size, and whose securities are easily liquidated. 
They must be easily liquidated because the companies must be able 
to pay back the net asset value to any stockholder on demand. 

They are, however, just not designed to cover new financing except 
under the provisions of section 12(e) of the Investment Company Act 
which distinctly contemplates a venture capital investment company 
enterprise. And we have had companies which have done that. 
There is American Research & Development Co. in Boston which 
operates under that very principle. 

And, coincidentally, currently under consideration in the Commis- 
sion at the present time is a registration statement filed by a similar 
corporation in California, the Spring Street Capital Co., which is the 
same sort of thing. They are venture capital investment companies. 

Hfowever, the ordinary investment company does not come under 
section 12(e) and is not designed for this sort of operation. 

Mr. Jounson. Do you recommend that we move in the direction 
of apparently liberalizing the act such as the Senate bill proposes 
to do, in the light of your experience? Would you like to see us enact 
something like S. 2611? You didn’t exactly testify to that point. 

Mr. Gapssy. No. In fact, as I already testified, S. 2611 does not 
deal with matters under our jurisdiction and we have no interest. 

Mr. Jonnson. I understand, but since you are an informed person 
with much experience in this field, could I ask you to, without com- 
mitting the SEC, comment on it ? 

Mr. Gapssy. If you want. my unofficial opinion, I think it is a step 
distinctly in the right direction. 

Mr. Jounson. Lut you would not like to see us exempt these from 
the Investment Act or to grant unlimited stock option privileges ? 

Mr. Gapssy. I think it is very dangerous. 

Mr. Jounson. Thank you. 

Mr. Parman. Mr. Milliken. 

Mr. Mitirken. I have no questions. 

Mr. Parman. I would like to ask—on page 12, Mr. Gadsby, you 
state that the— 
existence of options, restricted or not, may impede the company in its efforts 
to raise additional capital on reasonable terms, particularly where there are 
no statutory limitations on the amount of stock which may be subject to 
options. 

Would you indicate the amount that would not be objectionable 
or a limitation that would be all right? Or do you just rule out all 
options of all kinds? ; 

Mr. Gapssy. As a matter of principle, Mr. Chairman, I don’t feel 
that stock options have any place in the investment company field. 
They have never been there, and the companies have operated per- 
fectly successfully. Since 1940 there are alternative and equally good 
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arrangements which can be made which do not affect the stockholders’ 
uity, which it is our duty to protect. 

If the Congress feels that it is desirable to introduce this more or 
less speculative element into the situation, then, as to the limit, I do 
not think I would like to indicate any limit without an opportunity 
for study of the problem. 

Mr. Parman. I would not insist on it. 

Now, on page 6 you mention the ruling that permits— 
small business investment companies, not otherwise having a substantial public 
interest in their securities, to be promoted by banks, insurance companies, State 
development corporations, and other institutional investors, without bringing 
the small business investment companies under the Investment Company Act. 

You left out holding companies there. Did you intend to do that, 
or did you just inadvertently do it? 

Mr. Gapssy. It is just that we didn’t think to put it in. It would 
be exactly the same situation. 

Mr. Parman. Would you favor holding companies being permitted 
to organize these investment companies ? 

Mr. Gapspy. Only if the holdings of the corporation are less than 
5 percent of the assets of the corporation. 

Tor example, a bank, having total assets of $5 million, could invest 
$250,000 in a small business investment company. 

If you are referring directly, of course, Mr. Chairman, to bank hold- 
ing companies, I see no objection. It is simply the limit of the im- 
portance of it in the holding company system. 

Mr. Patman. There is a limitation, I believe, of one percent in the 
act. That is, the Small Business Investment Act and the Bank 
Holding Company Act as interpreted by the Federal Reserve Board 
permit bank holding companies to invest not more than 1 percent of 
their capital and surplus in small business investment companies. 

Mr. Gapssy. Yes. Well, that would be well under what we have 
in mind. 

Mr. Parman. Mr. Kilburn, do you have any questions? 

If not, thank you very kindly, Mr. Gadsby. You may be excused. 

Mr. Gapssy. Thank you, Mr. Chairman. 

Mr. Parman. Our next witness is Mr. Mills B. Lane, Jr., presi- 
dent, Citizens & Southern Holding Co., and Citizens & Southern Na- 
tional Bank, of Savannah, Ga. 

You may proceed, Mr. Lane. 

Mr. Lane. Thank you, sir. 

I thought that in the interest of time, instead of reading the full 
statement, of which everyone has already received a copy, that I would 
read those parts that I think are most pertinent to you and perhaps 
interpolate just a little bit as I go along. 

Mr. Parman. That will be epteetly satisfactory. 
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STATEMENT OF MILLIS B. LANE, JR., PRESIDENT, CITIZENS & 
SOUTHERN HOLDING CO., AND THE CITIZENS & SOUTHERN NA- 
TIONAL BANK, OF SAVANNAH, GA., ON BEHALF OF THE ASSOCIA- 
TION OF REGISTERED BANK HOLDING COMPANIES 


Mr. Lane. I am Mills B. Lane, Jr., president of the Citizens & 
Southern Holding Co., and the Citizens & Southern National Bank, 
both of Savannah, Ga. I am here today as vice president of the 
Association of Registered Bank Holding Companies. With me are 
Hugh W. Fraser, executive vice president of the Citizens & Southern 
Holding Co., and president of the Citizens & Southern Small Busi- 
ness Investment Co., and Donald L. Rogers, executive director of the 
association. 

This is the first time that a representative of the Association of 
Registered Bank Holding Companies has appeared before your sub- 
committee. The association was organized in 1958 representing 20 
companies registered with the Federal Rezerve Board under the Bank 
Holding Company Act of 1956. To this statement is attached a 
list of officers and directors of the association. 


PARTICIPATION IN SBIC PROGRAM 


The bank holding companies that make up the membership of our 
association and the banks affiliated with them constitute a group of 
progressive and competent banks. The fact that the first two licenses 
issued under the Small Business Investment Act went to companies 
in which banks affiliated with holding companies played a leading 
role bears witness to this. 

The Citizens & Southern Small Business Investment Co. was one 
of the first two and is wholly owned by the Citizens & Southern 
National Bank. 

In the other company, the First Midwest Small Business Invest- 
ment Co., the Northwestern National Bank of Minneapolis—an affili- 
ate of Northwest Bancorporation—is a principal stockholder. 

Three other members of our association, the First Bank Stock Corp. 
of Minneapolis, the Marine Corp. of Milwaukee, and First Wisconsin 
Bankshares Corp. of Milwaukee have wholly owned SBIC’s in opera- 
tion, namely, First Bancstock Small Business Investment Co., Marine 
Business Investment Corp., and First Wisconsin Investment Corp. 

In addition, the National Shawmut Bank, affiliated with the Shaw- 
mut Association of Boston, is one of three shareholders in the Massa- 
chusetts Small Business Investment Co., and Northwest Bancorpora- 
tion of Minneapoli has received preliminary approval for its North- 
West Equity Corp. just this week. 

The important contribution being made by banks and bank holdin 
companies to the program was pointed out by Mr. Duncan H. Read, 
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Deputy Administrator of SBA, in his statement on February 23, 1960, 
to the Senate Select Committee on Small Business. Mr. Read stated: 

The final comment I would like to make is a personal one, namely that the 
participation of the banks and bankholding companies in the formation and 
operation of small business investment companies has been most beneficial to 
the program. Many of these institutions have felt an obligation to their com- 
munities to provide term loan and equity financing, as well as the usual banking 
service. They have, in many cases, provided competent officials without recom- 
pense for the conduct of the investment company’s business. 


CITIZENS & SOUTHERN SBIC 


Before commenting specifically on the pending bill, I think you will 
be interested in a brief description of the operations of the Citizens 
& Southern SBIC. The Citizens & Southern National Bank has sup- 
plied all the capital for the company, which initially was $325,000 
and is now $400,000. 

We would like to have a capitalization of $500,000, but the Small 
Business Investment Act limits a bank’s investment to 1 percent of its 
capital and surplus, and therefore we now have the maximum per- 
missible amount. 

Financing will be limited to the State of Georgia and the maximum 
amount of investment in any one small business is $80,000. Our in- 
vestments have been made through the purchase of convertible de- 
bentures bearing 6 percent simple interest. 

It is not expected that our company will make a profit on the interest 
charge, but eventually there may be some profit if the small business 
grows and the debentures are converted into stock. 

The Citizens & Southern SBIC has invested $80,000 in five small 
firms as follows: 

(1) $30,000 in a wholesaler and distributor of floor covering; 

(2) $20,000 in a manufacturer of cabinets and millwork; 

(3) $10,000 in a farm tractor agency ; 

(4) $10,000 in a combination hardware, sporting goods, and 
hobby shop; and 

(5) $10,000 in an engraving firm. 

The essential purpose of SBIC is the providing of a revolving pool 
of equity capital to assist a growing, or new business, to make it credit- 
worthy, to then resell these securities to the owners of the small busi- 
ness so that we could reemploy the capital again and again as fast as 
we could. 

Since this statement was drafted, we have invested $60,000 in a 
wholesale lumber dealer, and $40,000 in an oil dealer. In addition, we 
have investments totaling $70,000 which will probably be wound up 
within the next 10 days. 

The primary purpose in making these investments is to help the 
small business and not to make a quick profit. Our company has no 
desire to own or control firms in which investments are made. 

Agreements have been entered into in each case to permit the owners 
of the small business to repurchase any stock acquired by the SBIC. 

‘The president of the Citizens & Southern SBIC, Mr. Hugh W. 
Fraser, is here to answer any questions you may have on the activities 
of our company. 
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ASSOCIATION ENDORSES 8. 2611 


The program inaugurated under the Small Business Investment Act 
was without precedent or a background of experience from which to 
draw. Naturally, problems have been encountered which could not 
be foreseen when the legislation was drawn. The amendments pro- 
posed in S. 2611 present a first. constructive approach to some of these 
problems. They all have the full endorsement of our association. 


SECTIONS 3 AND 4. TECHNICAL AMENDMENTS 


Section 3 of the bill would eliminate the obsolete reference to the 


territories of Alaska and Hawaii. Section 4 would eliminate the 
present authority for small business investment companies to act as 
depositories and fiscal agents of the United States. The elimination 
of this authority is appropriate since it does not appear to serve any 
useful purpose. 


SECTION 5. BANKS AFFILIATED WITH HOLDING COMPANIES 


Section 5, by amending section 302(b) of the SBI Act, would di- 
rectly affect banks affiliated with bank holding companies. Section 
302 (b) in the present law provides that shares of stock in an SBIC 
may be purchased by national banks, by other member banks of the 
Federal Reserve System, and by nonmember insured banks to the 
extent permitted under applicable State law. 

However, the Federal Reserve Board has ruled that banks affiliated 
with bank holding companies cannot purchase stock in an SBIC to 
the same extent as other banks. 

We believe that this restriction resulted inadvertently and urge 
that it be removed as proposed in section 5 of S. 2611. 

The ruling by the Federal Reserve Board—see attached copy—is 
somewhat complicated and requires further explanation. Section 6 
(a) (1) of the Bank Holding Company Act of 1956 makes it unlawful 
for a bank— 
to invest any of its funds in the capital stock, bonds, debentures, or other obliga- 
tions of a bank holding company of which it is a subsidiary, or of any other 
subsidiary of such bank holding company. 

The Board ruled that on the basis of section 6(a) (1) a bank affili- 
ated with a bank holding company is prohibited from purchasing 
the stock of an SBIC that is a subsidiary of a bank holding company. 

Thus, a bank affiliated with a bank holding company could not in- 
vest in an SBIC in which the holding company held as much as 25 
percent of the stock. Nor could an affiliated bank and its holding 
company own together as much as 25 percent of the stock of an SBIC. 

This restriction has prevented banks affiliated with holding com- 
panies from participating fully in this new program and we do not 

lieve it was so intended by the sponsors of the Small Business 
Investment Act. 

The Small Business Administration has recommended that section 
5 be adopted and the Federal Reserve Board has no objection to it. 

In order to make this record complete, I am also submitting to you 
rulings made by the Board concerning the percentage limitation on 
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the acquisition of stock in SBIC’s and the indirect control of small 
— concerns through the convertible debentures held by an 

Both of these rulings relate to the participation of bank holding 
companies and their affiliated banks in the Small Business Investment 
Act program. 

Under the present restrictions, only a holding company itself 
can have an investment company. If the restriction were removed, 
the present holding companies which have SBIC’s would have not 
only local banks available to invest in SBIC’s, but I believe within 
a week of the passage of the amendment, you would have 189 banks, 
affiliated with a holding company, as stockholders in five SBIC’s. 
That in turn would have two very great advantages. 

In the first place, you would increase the capital of those five SBIC 
corporations. 

In the second case, you would put out at 189 different locations, 
a unit of an SBIC corporation, where a local bank, with its local 
board of directors, operating under a uniform policy that a holding 
company group might have, the first great broad coverage through 
the banking fraternity of the program that you initiated in the SBIC. 

As far as I know, the Bank Holding Company Association and 
its members were the only organized banking group that recognized 
at the outset the seriousness of what you wanted to do for small busi- 
ness, and that is why the first two SBIC’s came from members of 
our association. We now have five, and the rest of our members are 
interested as well. 

As far as I know, also, not only did we start with a sincere desire 
to do what you wanted done for small business, but we are the only 
banking association that has put in an appearance since the act was 
passed, to discuss how it has operated, and to make suggestions as to 
changes, before your committee, before Senator Proxmire, and before 
Senator Sparkman. 


SECTION 6. REMOVAL OF STATUTORY RESTRICTIONS 


Section 6 of S. 2611 by rewriting section 304 of the SBI Act elimi- 
nates the following restrictions from the law: 

(1) The limitation that equity capital can only be furnished to a 
small business through the purchase of convertible debentures. 

(2) The statement that it is the primary purpose of an SBIC to 
furnish equity capital to small businesses. 

(3) The callable provision whereby a borrower could recall any 
debentures issued by it upon 3 months’ notice. 

(4) The provision that an SBIC may require a small business to 
refinance any or all of its outstanding indebtedness. 

(5) The requirement that a small business shall agree that it will 
not incur any additional indebtedness without first securing the ap- 
proval of the SBIC. Uh ae 

(6) The requirement that when equity capital is furnished to a 
small business such small business must purchase from 2 to 5 percent 


of such amount in stock of the SBIC. 

In place of these provisions, section 6 authorizes the SBA to fix 
the terms by which equity capital is provided to small business con- 
cerns. 
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The removal of two of these statutory restrictions is of particular 
importance. First, small business investment companies would be 
given greater flexibility in providing equity capital to small business. 

As you know, the present law limits equity financing to the pur- 
chase of convertible debentures. The bill eliminates the specific refer- 
ence to convertible debentures and permits the purchase of various 
types of securities as may be approved by the SBA Administrator. 

Thus, it would be possible for an SBIC to purchase common or 

referred stock and various types of debentures issued by a small 
business firm. This would enable an investment company to tailor 
its equity financing to the needs of each individual small business 
concern. This amendment should prove beneficial both to the SBIC’s 
and to the small business concerns seeking financial assistance. 

The other important amendment contained in section 6 of the bill 
is to eliminate the present requirement that a small business concern 
receiving equity capital must invest not less than 2 percent of the 
capital provided in the SBIC. 

Our support of this amendment is based on the fact that the present 
requirement reduces the amount of capital available for the small 
business customer of the SBIC. We feel that the small degree of stock 
ownership in the SBIC has the effect of increasing the cost of capital 
obtained and that the small share of ownership serves no useful pur- 
pose actually. 

A distinction should be made between this program and the stock 
purchase requirements of the Federal National Mortgage Association 
and other programs. 

If, as has been proposed in the past, the Federal Government held 
an equity investment in the SBIC, then the mandatory stock purchase 
requirement would be helpful in buying out the Government’s invest- 
ment. 

However, since the present law does not provide for equity financing 
of investment companies by the Federal Goverhme, the stock pur- 
chase requirement serves no useful function. 


SECTION 6. DISTRICT OF COLUMBIA AMENDMENT 


Section 7 of the bill amends the District of Columbia Code to ex- 
empt SBIC’s from certain licensing requirements and other restric- 
tions imposed on persons engaged in lending money in the District 
of Columbia. Although none of our member companies operate in 
the District of Columbia, it seems only fair that an SBIC be treated 
the same as a national bank, a savings and loan association or other 
regulated financial institutions in this respect. 


CONCLUSION 


The members of our association have a burning desire to see the 
Small Business Investment Act a success. We believe that the ex- 
periences that we are having today may be of assistance to your com- 
mittee in considering not only the present amendments, but 1n review- 
ing the actual experiences which we have during the year ahead and 
the years to follow. 

We welcome any opportunity to share our experiences and thoughts 
with you. We do appreciate this opportunity to present our views 
and would be delighted to answer any questions at all. 








108 


SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 





APPENDIX TO STATEMENT OF Mitts B. LANE, JR. 


ASSOCIATION OF REGISTERED BANK HOLDING COMPANIES 


OFFICERS 


President : Joseph H. Colman, First Bank Stock Corp., Minneapolis, Minn. 

Vice president : Frank L. King, Firstamerica Corp., Los Angeles, Calif. 

Vice president: Mills B. Lane, Jr., Citizens & Southern Holding Co., Savannah, 
Ga. 

Treasurer: Henry Y. Offutt, Jr., trustees, First National Bank, Louisville, Ky. 

Donald L. Rogers, secretary and executive director, Washington, D.C. 


DIRECTORS 


Philip Eiseman,’ Baystate Corp., Boston, Mass. 

Mills B. Lane, Jr.,’ Citizens & Southern Holding Co., Savannah, Ga. 
J. A. Bancroft, Empire Shares Corp., New York, N.Y. 

Frank L. King,’ Firstamerica Corp., Los Angeles, Calif. 

Joseph H. Colman,’ First Bank Stock Corp., Minneapolis, Minn. 
Henry Y. Offutt, Jr., trustees, First National Bank, Louisville, Ky. 
George S. Eccles,* First Security Corp., Salt Lake City, Utah. 
Edwin T. Holland, The First Virginia Corp., Arlington, Va. 
William G. Brumder,’ First Wisconsin Bankshares Corp., Milwaukee, Wis. 
Jack G. Butler, General Bancshares Corp., St. Louis, Mo. 

Baldwin Maull,* Marine Midland Corp., Buffalo, N.Y. 

Goodrich Lowry, Northwest Bancorporation, Minneapolis, Minn. 
W.W. Witherspoon, Old National Corp., Spokane, Wash. 

Arthur B. Tyler, Shawmut Association, Boston, Mass. 


[Federal Reserve Bulletin, October 1958, pp. 1161-62] 


ACQUISITION BY BANK HoLpING COMPANY AND BANKING SUBSIDIARIES OF STOCK IN 
SMALL BUSINESS INVESTMENT COMPANY 


A registered bank holding company requested an opinion by the Board of 
Governors with respect to whether that company and its banking subsidiaries 
may acquire stock in a small-business investment company organized pursuant to 
the Small Business Investment Act of 1958. 

It is understood that the bank holding company and its subsidiary banks pro- 
pose to organize and subscribe for stock in a small-business investment company 
which would be chartered pursuant to the Small Business Investment Act of 1958 
which provides for long-term credit and equity financing for small-business 
concerns. 

Section 302(b) of the Small Business Investment Act authorizes national 
banks, as well as other member banks and nonmember insured banks to the 
extent permitted by applicable State law, to invest capital in small business in- 
vestment companies not exceeding 1 percent of the capital and surplus of such 
banks. Section 4(c) (4) of the Bank Holding Company Act exempts from the 
prohibitions of section 4 of the act “shares which are of the kinds and amounts 
eligible for investment by national banking associations under the provisions 
of section 5136 of the revised statutes.” Section 5136 of the revised statutes 
(paragraph “seventh’’) in turn provides, in part, as follows: 

“Except as hereinafter provided or otherwise permitted by law, nothing herein 
contained shall authorize the purchase by the association for its own account of 
any shares of stock of any corporation.” [Italic supplied.] 

Since the shares of a small business investment company are of a kind and 
amount expressly made eligible for investment by a national bank under the 
Small Business Investment Act of 1958, it follows, therefore, that the ownership 
or control of such shares by a bank holding company would be exempt from the 
prohibitions of section 4 of the Bank Holding Company Act by virtue of the 
provisions of Section 4(c) (4) of that act. Accordingly, the ownership or con- 





1 Members of executive committee. 





ee 














SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 109 


trol of such shares by the bank holding company would be exempt from the 
prohibitions of section 4 of the Bank Holding Company Act. 

An additional question is presented, however, as to whether section 6 of the 
Bank Holding Company Act prohibits banking subsidiaries of the bank holding 
company from purchasing stock in a small business investment company where 
the latter is a subsidiary under that act. 

Section 6(a) (1) of the act makes it unlawful for a bank “to invest any of 
its funds in the capital stock, bonds, debentures, or other obligations of a bank 
holding company of which it is a subsidiary, or of any other subsidiary of such 
bank holding company.” Section 6(b) of the act exempts from the prohibitions 
of section 6 the capital stock of any company described in section 4(c) (1) of 
that act, but fails to exempt also investments in stock that fall within that 
part of section 4(c) (4) which exempts from the divestment requirements of 
the act shares eligible for investment by national banks under section 5136 of 
the revised statutes. 

It might be argued that, since Congress deemed it proper for a holding com- 
pany bank to invest in shares of the types of companies described in section 
4(c) (1) of the act, it would also be proper for banking subsidiaries of a bank 
holding company to purchase shares eligible for investment by national banks 
under section 5136 of the revised statutes. However, the express wording of 
the act is to the contrary. 

In the absence of any facts which would seem to justify the Board in ignoring 
the present wording of section 6 of the Bank Holding Company Act and until 
section 6(b) of that act is amended to include reference to section 4(c) (4) (as 
indicated above and as recommended by the Board in its report to the Congress 
of May 8, 1958), the Board is, therefore, compelled to conclude that section 6 
prohibits the purchase by banking subsidiaries of a bank holding company of 
stock of a small business investment company organized pursuant to the Small 
Business Investment Act of 1958, where that company is or will be a subsidiary 
of the bank holding company. 

Accordingly, section 6 of the Bank Holding Company Act prohibits banking 
subsidiaries of the bank holding company from purchasing stock in a small 
business investment company organized pursuant to the Small Business Invest- 
ment Act of 1958, where that company is or will be a subsidiary of the bank 
holding company. However, this prohibition would not apply to investment by 
the holding company alone in voting shares of such a small business investment 
company even though the latter would constitute a subsidiary under the Bank 
Holding Company Act; nor would it apply if the holding company and its bank- 
ing subsidiaries should not together acquire as much as 25 percent of the voting 
shares of such a small business investment company and that company was also 
not otherwise a subsidiary of the bank holding company. 


[Federal Register, Mar, 4. 1959, p, 1584] 


§ 222.111 Percentage limitation on acquisition of stock in small business in- 
vestinent company. 

(a) An interpretation of the Board (§ 222.107) published at 23 F.R. 7813 dealt 
with the question of whether, and to what extent, the Bank Holding Company 
Act of 1956 permits a bank holding company or its subsidiary banks to acquire 
shares in a small business investment company (SBIC) organized pursuant to 
the Small Business Investment Act of 1958 (SBI Act). 

(b) That interpretation pointed out that the general prohibition in section 4 
of the Bank Holding Company Act against a bank holding company’s acquiring 
“direct or indirect ownership or control of any voting shares of any company 
which is not a bank or a bank holding company” is subject to an exemption in 
section 4(c) (4) for stocks of the kinds and amounts eligible for investment by 
a national bank; that section 302(b) of the SBI Act permits a national bank 
to purchase shares of stock in SBIC’s “in an amount aggregating [not] more 
than one percent of [the bank’s] capital and surplus”; and that, accordingly 
a bank holding company may invest in stock of an SBIC up to the specified 1 
percent. The interpretation also expressed the view, however, that section 
6(a) (1) of the Bank Holding Company Act applies a further limitation to bank- 
ing subsidiaries of a bank holding company; and that under that section such a 
subsidiary bank could not invest in the stock of an SBIC if the SBIC is, or 
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would become by the investment, a subsidiary of the bank’s parent holding 
company. 

(c) Two further questions have arisen concerning the amount of stock of an 
SBIC that may be acquired by a bank holding company. The first relates to the 
definition of “capital and surplus” under the 1-percent limitation of section 
302(b) of the Small Business Investment Act. Since the amount of SBIC 
stock eligible for investment by a national bank under the Small Business In- 
vestment Act is limited to 1 percent of the bank’s capital and surplus, it is the 
Board’s view that the amount eligible for investment by a bank holding com- 
pany is similarly limited to 1 percent of the holding company’s capital and sur- 
plus. In order to apply this limitation, however, it is necessary to define the 
term “capital and surplus.” While the matter is not entirely free from doubt, it 
is the opinion of the Board that, since neither the Small Business Investment 
Act nor its legislative history supplies a definition, the term should be interpreted 
in accordance with generally accepted accounting and reporting procedures ap- 
plicable to the investing entity, in the present case, the bank holding company. 

(d) The second question concerns the method of applying the 1-percent lim- 
itation stated in section 302(b) of the Small Business Investment Act when all 
or part of the shares of the SBIC are owned by a subsidiary of the bank holding 
company. For example, the SBIC shares might be owned by a bank holding 
company which is a subsidiary of another bank holding company, or by a sub- 
sidiary bank in a case where the SBIC is not a subsidiary of the bank’s parent 
holding company. Since ownership or control of stock by a subsidiary should 
be regarded as indirect ownership or control of such stock by the parent, the 
Board is of the opinion that the amount invested in an SBIC by the holding 
company and by its subsidiaries must be added together to determine whether 
the total amount directly and indirectly invested by the holding company ex- 
ceeds the amount permissible, that is to say, exceeds 1 percent of the holding 
company’s capital and surplus. Assuming that no other exception is available in 
the particular case, acquisition or retention by the holding company of direct or 
indirect control of any amount in excess of that 1 percent would be prohibited 
by section 4 of the Bank Holding Company Act. Thus, a particular subsidiary 
of a bank holding company could not invest in the stock of an SBIC if such in- 
vestment, together with the investments of the parent bank holding company 
and of other subsidiaries, would exceed 1 percent of the capital and surplus of 
the parent bank holding company. 





[Federal Register, March 4, 1959, p. 1584] 


§ 222.112 Indirect control of small business concerns through convertible deben- 
tures held by small business investment company. 


(a) A question has been raised concerning the applicability of provisions of 
the Bank Holding Company Act of 1956 to the acquisition by a bank holding 
company of stock of a small business investment company (SBIC) organized 
pursuant to the Small Business Investment Act of 1958 (SBIC Act). 

(b) As indicated in the interpretation of the Board (§ 222.107) published at 
23 F.R. 7813, it is the Board’s opinion that, since stock of an SBIC is eligible for 
purchase by national banks and since section 4(c) (4) of the Holding Company 
Act exempts stock eligible for investment by national banks from the prohibitions 
of section 4 of that Act, a bank holding company may lawfully acquire stock in 
such an SBIC. 

(c) However, section 304 of the SBI Act provides that debentures of a small 
business concern purchased by a small business investment company may be 
converted at the option of such company into stock of the small business concern. 
The question therefore arises as to whether, in the event of such conversion, the 
parent bank holding company would be regarded as having acquired “direct 
or indirect ownership or control” of stock of the small business concern in viola- 
tion of section 4(a) of the Holding Company Act. 

(d) The Small Business Investment Act clearly contemplates that one of the 
primary purposes of that Act was to enable SBIC’s to provide needed equity capi- 
tal to small business concerns through the purchase of debentures convertible 
into stock. Thus, to the extent that a stockholder in an SBIC might acquire 
indirect control of stock of a small business concern, such control appears to be 
a natural and contemplated incident of ownership of stock of the SBIC. The 
Mffice of the Comptroller of the Currency has informally indicated concurrence 
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with this interpretation insofar as it affects investments by national banks in 
stock of an SBIC. 


(e) Since the exception as to stock eligible for investment by national banks 
contained in section 4(c) (4) of the Holding Company Act was apparently in- 
tended to permit a bank holding company to acquire any stock that would be 
eligible for purchase by a national bank, it is the Board’s view that section 
4(a)(1) of the Act does not prohibit a bank holding company from acquiring 
stock of an SBIC, even though ownership of such stock may result in the acqui- 
sition of indirect ownership or control of stock of a small business concern 
which would not itself be eligible for purchase directly by a national bank or a 
bank holding company. 


Mr. Parman. Thank you, sir. 

I can testify to the fact that your bank, I believe, was the first one 
to express an interest in the organization of a small business invest- 
ment company, and you followed through with it by sending someone 
and by coming yourself, up here, before, I believe, the act was actually 
signed. 

Mr. Lane. That is right, sir. 

Mr. Parman. Of course I appreciate the interest you have taken, 
Mr. Lane. Mr. Burke, do you have any questions? 

Mr. Burxe. I have no questions. 

Mr. Parman. Mr. Bass? 

Mr. Bass. No questions. 

Mr. Parman. Mr. Miller? 

Mr. Mituer. I have a general one, Mr. Chairman. 

I am very pleased to see the interest that the association has shown, 
but I wonder if you would be able to tell us whether or not, in your 
opinion, the Small Business Administration is interested in ‘and able 
to lessen the redtape in approving recent applications ? 

Mr, Lane. I think it has been very cooperative from the very out- 
set. We were one of the first to file an application, and in so ‘doing 
suggested to the SBA that they use us as a guinea pig to try to make 
it simple for the next man. They have been most cooperative, not 
only with us, but as far as we know with everyone. 

Mr. Mitxer. We all appreciate the need to keep out the “fast buck” 
boys from taking advantage of this legislation. 

Mr, Lane. Right. 

Mr. Miter. Do you feel that the present regulations are onerous 
or restrictive in any way? Do you feel they are too onerous and 
restrictive. 

Mr. Lane. Well, obviously, as far as banking is concerned, it is 
entirely too restrictive. Here we are, the largest bank south of Phila- 
delphia and east of Dallas, and yet, the maximum we can put in one 
company is $400,000. 

Mr. Minter. You don’t feel that this is the fault of the Small Busi- 
ness Administration ? 

Mr. Lang. No. You see, we are limited by the act. 

Mr. Mitier. I was referring specifically to the regulations that the 
Small Business Administration might impose. 

Mr. Lane. Could you answer that, Hugh ? 

Mr. Fraser. I think they took a long time to process our particular 
application. But I think they have speeded things up. We didn’t 
feel that it was their fault, but that the program was new. They have 
speeded it up and gotten over a lot of the roadblocks in geting it off 
the ground, 
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As far as the SEC is concerned, I testified before the House sub- 
committee last May, and did say that I thought that registration under 
the Investment Company Act wasn’t necessary, as far as banks were 
concerned, because they were regulated. We have since asked to be 
relieved, although we did register under the 1940 act. 

We didn’t find it burdensome. We do feel we wouldn’t want to 
have to make annual reports and everything if we already had some- 
body to look over our ales to give the public the protection that 
we felt was necessary. 

Mr. Mitirr. Do you feel that the Small Business Administration 
is making progress, with all due diligence, to simplify regulations as 
much as it possibly can, and still protect investors and the general 
public? 

Mr. Fraser. Yes, sir; I do. I think that they have had to move: 
slowly, but every time we have told them something that we thought 
was burdensome, they have listened to us. I think the statistics show 
that they have speeded up the granting of licenses and processing of 
a age ange 

r. Minter. Of course, at that point I wonder whether this speedup 
has not occurred here in Washington and the delay farmed out to the 
regions? This might give the impression of increased speed while 
actually elapsed time from application to approval remains about 
the same. 

Mr. Lane. I don’t think we would know. Because we are the only 
ones licensed in the State of Georgia. 

I would say this: Certainly any complication at the outset screened 
off a lot of people who should never have applied. 

Mr. Fraser. If I may, we have had, ourselves, numerous requests 
from other groups that have thought about forming SBIC’s. We 
have furnished them copies of our proposals, the convertible debenture 
forms, and everything we could to help them out. 

We are perfectly willing to have several more in Atlanta and in 
the State of Georgia, and we will be glad to help. We don’t think 
we can do the whole job, and we are certainly not looking to restrict 
any field of operation to ourselves. 

Mr. Mixxer. At that point, and without interrupting you, you say 
that you could use several more in the State of Georgia. Do you find 
that small businesses are really interested in this program and are 
anxious to take advantage of it if they possibly can? 

Mr. Fraser. I think that we will agree that there is a lot of educa- 
tional work to be done. Small businesses don’t understand the 
program. 

We knew there was a need, but we have only begun to get the under- 
standing of small business itself as to the particular equity financing 
field. 

They are used to bank term loans. In every case, almost, that we 
have handled, we have made term loans from the bank to go along 
with our investment in the SBIC. 

Mr. Mitier. What I am asking is, do you think that when this edu- 
cation process gets along a little further, that there will be a tremen- 
dous interest on the part of small business ? 

Mr. Lane. Yes, sir; we do. We told Mr. Sparkman’s committee 
that this is going to be a two-edged sword. In a period of rising 
economy an SBIC, in conjunction with a bank, is going to be a pro- 
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vider of growth capital. When business turns down, and businesses 
have frozen loans, an SBIC corporation can do the service the RFC 
has had to do. 

Mr. Mirier. Did you have these ice storms in Georgia recently ? 

Mr. Lane. I wish you had been there last week. 

Mr. Minier. Do you feel that the small business investment com- 
pany in Atlanta will be able to help these poultrymen who have been 
stricken at the present time? 

Mr. Lane. With an $80,000 limit at the present time based on our 
capital, we couldn’t come to much rescue. 

Mr. Miter. Mr. Chairman, thank you. 

Mr. Parman. Mr. Milliken. 

Mr. Mitz1ken. Could your bank make any loans to small business? 

Mr. Lane. Since 1945, small business, I would say, has been the 
major activity of our bank, and of all of its affiliates, because we come 
from an area where small business predominates. 

We operate now, and have since 1945, a full-term loan credit kept 
to small businesses. At the moment we have outstanding to 4,104 
small businesses, $28,980,000. 

We made last month, in new loans, $1,600,000. 

The month before that, $1,794,000. 

A year ago, $1,009,000. 

We had 3,867 small businesses we were lending money to a year ago, 
total outstanding $25 million. Despite tight money we have increased 
the number of loans to 4,104, and from $25 million to $28 million. 
It. isthe major activity of our bank. 

Mr. Miti1Ken. Would you care to discuss your other loan activity ? 

Mr. Lane. Yes, sir, I would be happy to, because the South has been 
predominantly a deficit capital area. Only through progressive and 
constructive banking, which will go to make term loans, as well as 
other credits, have we been able to give the rising South the oil and 
sarburetor to do business. 

At the present time, that is, February 24, out of $440 million in 
total deposits, we were lending $314 million, which you see is over 
70 percent. 

A year ago our bank was lending $263 million. We have increased 
our total lending across the board $51 million in 12 months. And 
that is in every category. 

Mr. Mirurken. Thank you. 

Mr. Parman. Mr. Johnson. 

Mr. Jounson. I would like to ask you to restate very simply why 
is that a bank would want to be the sponsor of one of these SBIC’s. 
Mr. Lane. Having been in small business term lending since 1945 
and having just given you the degree to which we have, with increased 
inflation and the growth of business, the retention of capital, over and 
above payback of debt, plus taxes, is insufficient. 

We think that in our term loan to small business department that 
we should extend credit that can be paid back comfortably within 3 to 
5 years and still allow the company to retain earnings. 

Our experience, I think, has demonstrated that that restriction has 
not. given the latitude for growth that is necessary. 

As a business grows and its accounts receivables grow its need for 
working capital accelerates more than fixed assets. That is where we 
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feel the SBIC would be an adjunct over and above a 3- to 5-year credit 
to do the job. 

Mr. Jounson. Inasmuch as this is the Banking and Currency Com- 
mittee as well, would you recommend the modification of the banking 
law to permit bank operations to pick up a portion of this cash, or 
do you think it is preferable to use something like an SBIC ? 

Mr. Lane. Bank debt, either by banking law, by bank supervision 
or management, implies debt that can be paid back and you are using 
demand deposits to provide that credit. 

If you concede, though, that you must provide funds for a business 
that cannot be paid back, I don’t think you would want to change the 
banking laws. 

Mr. Jonson. What you are saying is: This is equity money and 
should come out of the investment organization and shouldn’t be 
confused with your banking loans? 

Mr. Lane. That is right. 

Mr. Jounson. However, it is your feeling that if we were to liberal- 
ize the language, particularly with respect to section 5, that many 
additional banks would come in as sponsors of SBIC’s? 

Mr. Lane. Not as sponsors. You have 189 banks affiliated with 
holding companies, already having SBIC’s, that are denied par- 
ticipation. 

Mr. Jounson. I see. 

You would like to increase their opportunity ? 

i a We would like to let them be shareholders of existing 
’s. 

Mr. Jounson. In the case of your own and the other banks par- 
ticipating in SBIC’s, are you attempting to secure other investors to 
cojoin with you in the SBIC capital? 

Mr. Lane. We started with the assumption that you had passed 
an act inviting the banking business to engage in what I thought was 
practical research. We were willing to say, “We will put in the 
maximum that you will let us under your act,” and we would like to 
operate on that until we could prove the need, the techniques, and 
the profitability. 

As soon as a bank-sponsored corporation had proved that point, 
then the second step was to go to big businesses, who have the pro 
bono publico attitude and the fundamental concept that big business 
is dependent on little business, to ask them to add to our capital. 

I am sure we could attract over another $1 million that way. Given 
then a greater sum of money to work with, we thought that within 
a period of 3 to 5 years we would then have proved the profitability 
of our corporation and would have the courage and the conviction 
to invite the public to purchase. After inviting the public to pur- 
chase, then to give the big corporations the opportunity to get their 
seed capital back. We envisage those two steps beyond what we 
have done. 

Mr. Jounson. Thank you very much for an excellent statement. 

Mr. Parman. Mr. Lane, this question of pioneering: I just want to 
say that I know that you and your companies actually pioneered in 
this wonderful field, which I believe will be constructive in the future. 
You are entitled to that recognition. 

You mentioned about being in a deficit capital area. That brings 
up a question which has given me a great deal of concern. 
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The Governor of California, Mr. Brown, testified before the Rains 
subcommittee on housing recently, at which time he stated that the 
interest rates on conventional loans for house building in California 
was 7.2 percent, which was in excess of what it is in other areas of the 
country by 1 or 2 percent. 

Do you believe that the Federal Reserve Board and the Federal 
Reserve System owes an obligation to the people of the entire Nation 
to, as much as possible, and as nearly as possible, equalize interest 
rates so that there will not be any great difference between the interest 
rates in the different areas, on the theory that the Federal Reserve 
System uses the credit of the Nation freely, as it should, and therefore 
should benefit the entire Nation equally and without discrimination ? 

Mr. Lane. First of all, I don’t believe in artificial controls. The 
law of suply and demand has been here since the world was born. 

Mr. Parman. I am not suggesting artificial control. I am sug- 
gesting they do something voluntarily which will prevent one area 
from having to pay unduly high interest rates. 

Mr. Lane. Interest rates are a question of supply and demand, 
pure and simple, and there is nothing you can do artificially to handle 
it 


Mr. Patman. Well, locally, I assume that is correct, but nationally, 
T am not in accord with your views. Like on Government securities, 
I don’t believe there is a free market in Government securities. Do 
you? 

" Mr. Lane. Yes, sir; I do believe there is a free market. 

Mr. Patman. Absolutely free ¢ 

Mr. Lane. I think that we have not absolutely a free market because 
we are in a period with the Federal Reserve Open Market Committee, 
trying to do the most courageous thing that has ever been done, and 
that is to try to control runaway inflation. If inflation is not con- 
trolled, sir, the price that France and Germany have paid would be a 
terrific toll for our country. 

Mr. Patman. Of course, I am very familiar with that, but it is a 
mighty small weak think they are using to control inflation. I am 
all for controlling inflation. If current monetary policies were suc- 
cessfully controlling inflation, that would be fine, but I think they 
aggravate inflation. I think they have caused increased prices and 
increased taxes. 

In other words, I think they have caused inflation rather than re- 
tarding inflation. That is just my personal view. 

Mr. Lanr. My personal view, having attended two International 
Monetary Conferences, is that inflation is the most misunderstood im- 
portant ingredient in the American economy today. I am not sure 
that I understand it thoroughly. I am better informed and better 
educated than I have ever been before. 

But the greatest need in this country today as far as economy is con- 
cerned, is intelligent understanding of inflation, what it is, and what 
its consequences are. I am not qualified to say, but it is the most 
important subject we have. 

r. Parman. I agree with you, but I think people oftimes mis- 
take needed and necessary expansion for inflation, and when we have 
economic growth, why, some people will refer to that as inflation, 
when in fact it is just expansion. 
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But to go back to this free market, I have interrogated a lot of peo- 
ple about that: Mr. Eccles, when he was Chairman of the Federal 
Reserve Board, members of the Federal Reserve Board, Mr. Martin, 
present Chairman of the Federal Reserve Board, Mr. Burgess, when 
he was Under Secretary of the Treasury, and I have never yet had 
one witness to say, out of all those important people, that we had 
absolutely a free market in Government securities. 

Now, Mr. Burgess, Randolph Burgess—I assume that he is recog- 
nized and considered to be one of the smartest men in this field, of 
all the men in the world—and when I pressed him on that question, 
he said “I couldn’t say that it is exactly a free market.” That is as 
far as he will ever go. 

It is my belief that there is not a free market in Government se- 
curities. When we act on the mistaken assumption that there is, and 
allow interest rates on Government securities to go as high as they 
can in this market, we really cause inflation rather than fighting it. 
We cannot count on the law of supply and demand to hold down in- 
terest rates in this market, because it is not a free market. That is 
just my personal view. 

I know that you have given this a lot of study, and I know that 
you know it from the practical end of it. I have great confidence 
in your opinions, and I am very glad to have you appear before us 

this morning and give us the benefit of your suggestions and your 
views. 

Mr. Lane. Thank you, very much. 

Mr. Burke. Mr. Chairman. 

Mr. Parman. Mr. Burke. 

Mr. Burke. I would just like to ask him whether or not this prac- 
tice is in effect in the South. 

A year ago in Massachusetts we had a certain case, and during the 
testimony in that case it indicated that very small businessmen would 
come in to certain banks and apply for loans. 

In one particular case a firm would apply for a loan of $50,000, 
and the official of the bank said, “I am sorry, we can’t give you that 
money, but there is a fellow going out the door there, get hold of him, 
he has an office upstairs and he might be able to arrange a loan for 
you.” 

So the applicant rushed out the door, met the gentleman, and he 
said, “Come on upstairs.” And he borrowed $50,000. And the firm 
upstairs borrowed the $50,000 from the bank at 6 percent, and the firm 
upstairs loaned it out to the applicant for about 12 percent. 

He paid the official of the bank a bonus for bringing that business 
to him. 

I was wondering, does this practice prevail in the South? 

Mr. Lanz. It is strictly contrary to the banking laws, and I believe 
you can go to jail for accepting a fee for arranging a loan. 

Mr. Burke. He did go to jail. But what I am getting at is, there 
are other ways of arranging these loans and directing these people 
to other loan agencies, and I was wondering whether that practice was 
prevalent in the South. 

Mr. Lane. I am sure you will find isolated instances in any business 
where things are done around the corner. It is not the prevalent 
practice in banking nor could it be with the intense supervision that 
we have. 
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Mr. Burke. I would like to find out about this SBIC. What is 

the prevailing interest rate ¢ 
Mr. Lane. Our rate is 6 percent simple interest. 

Mr. Burke. On the SBIC? 

Mr. Lane. Yes, sir. In addition to which we have given every 
company in which we have purchased a debenture what is in effect 
a, writeup of book value in event of conversion. 

Mr. Burke. That is a good job. 

Mr. Laner. The phrase we use, “sweet equity,” means that a busi- 
ness can be worth more than its balance sheet. 

Mr. Burke. We had testimony yesterday indicating that interest 
rates in some cases run as high as 12 percent. 

Mr. Lane. Our aim, you see, is to build a business to where in years 
to come he is going to be a doggone good bank depositor and cus- 
tomer. We are looking not for profit on our interest rate, but. what 
is going to happen to the economy of the country in the long pull. 

Mr. Burke. I think you are doing a good job. 

Mr. Lanz. We are trying to. 

Mr. Kitpurn. Mr. Chatenen. 

Mr. Parman. Mr. Kilburn. 

Mr. Kitsurn. I think your statement is a very fine one, Mr. Lane. 
You are one of the first ones who went into these small business in- 
vestment companies. How has your experience on losses been 

Mr. Lane. We have only made seven investments. They are all in 
healthy condition, making progress, with the exception of one, which 
was a brand new venture. There will be no loss to the SBIC com- 
pany, but we have one sticky company that has had poor management. 
r. Kiupury, It really hasn’t gone far enough to build up any 
osses ? 

Mr. Lane. That is right. I would say this, though, that in the 
15 years we have operated our bank term credit to small businesses, 
our accumulated losses to total liquidations have been 0.20 percent. 
One-fifth of 1 percent of volume handled. And we are putting out 
about $18 million a year and have done that for about 15 years. 

Mr. Kirsurn. Thank you. 

Mr. Parman. About interest rates, I notice Mr. Vanik, who is a 
member of our subcommittee, made a speech on the floor of the House 
yesterday, in which he gave some information that was rather start- 
ling to me, to the effect that in these South American countries they 
are paying not only 16 percent, but 20 percent and even 24 percent, 
and even more. 

I never heard of such interest rates as that. And it disturbs me 
to think that we are furnishing money to those countries, and I just 
wonder if they are using our money to get such interest rates as that. 

Did you want to ask any questions ? 

Mr. Vanix. Thank you, Mr. Chairman. I have no questions. 

Mr. Parman. Thank you very kindly, Mr. Lane. You made a 
great contribution to our hearings, and we certainly appreciate it 
very much. 

een King is next on our agenda, but Congressman King 
is unable to get here at this time, and he asked me to announce for 
the record that he wishes for Senator Sparkman’s recommendations 
on this bill, which are in the record, to be considered as his. 
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Next, we have the Honorable A. B. Won Pat, speaker of the Legis- 
lature of Guam. 

Mr. Won Pat, we are glad to have you, and you may proceed in 
your own way. 

Do you have a prepared statement ? 

Mr. Won Par. Yes, sir. 

Mr. Parman. Go right ahead. 


STATEMENT OF HON. A. B. WON PAT, SPEAKER OF THE 
LEGISLATURE OF GUAM 


Mr. Won Par. Thank you, Mr. Chairman. 

Mr. Chairman and gentlemen of the committee, my name is A. B. 
Won Pat. I am the speaker of the Legislature of the territory of 
Guam, and as such can fairly be said to represent here before you 
the more than 40,000 American citizens of Guam. 

I am here in the Nation’s Capital pursuant to the authority of 
Resolution No. 175 adopted by the Fifth Guam Legislature which 
directed me as speaker to appear before congressional committees 
and administrative officials of the Federal Government to present the 
needs and problems of the people of Guam, and to represent their 
views and interests on matters of vital concern to Guam. 

In this capacity, I appreciate the opportunity to appear before you 
today to reiterate the earnest petition of the American citizens of 
Guam for extension of the Small Business Investment Act of 1958 
(Public Law 85-699) to Guam. 

Specifically, I am appearing before you in support of, and to urge 
your prompt, favorable action on S. 2611, a measure which passed 
the Senate on September 10, 1959. 

Last year I was privileged to appear before the Subcommittee No. 
1 of the House Select Committee on Small Business, at which time I 
urged for the extension of the application of the act to Guam. 

y way of background, I would like to refresh the memory of the 
members of this distinguished subcommittee to point out that Guam 
suffered far greater damage in World War II than any area now 
under the American flag. 

As you know, we were the scene of a magnificent, historic defense 
by the U.S. Marines in the early days of hostilities. All of our build- 
ings of any consequence were subject to intensive bombardment from 
the Japanese Navy and Air Force. Then we were occupied for 3 
years by the Japanese. 

Again in 1945 we were subjected to intensive bombardment, this 
time by our own American forces who liberated the island by force 
of arms. 

It is not an overstatement to say that there was scarcely one stone 
left standing on another on Guam at the cessation of hostilities, and 
that our entire economy was prostrate. In the postwar era, Guam 
had tostart from far behind scratch. 

When the Organic Act for Guam was enacted by Congress in 
August 1950, Guam then became the newest territory and many of 
the Federal laws designed to benefit the States and territories were 
not extended to Guam. You will recall that as part of the Organic 
Act, provision was made that no Federal laws not. then appbicniis to 
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Guam would become applicable unless specifically made applicable 
by action of Congress. 

The Small Business Act (Public Law 85-536) approved July 18, 
1958, defines under section 4(a) the term “United States” to include 
territories and possessions of the United States and is therefore ap- 
plicable to Guam. 

However, the Small Business Investment Act of 1958 (Public Law 
85-699) as approved August 21, 1958, defines under section 103(4) 
the term “United States” means the several States, the territories of 
Alaska and Hawaii, the District of Columbia, and the Commonwealth 
of Puerto Rico. Obviously, from this definition the law does not ex- 
tend to Guam. 

I believe, however, that the exclusion of Guam from the law was a 
mere oversight and not by an intent of Congress. Parenthetically, 
it could be said, “We are out of sight, and so we are out of mind.” 

S. 2611 is a bill to amend the Small Business Investment Act of 
1958. It proposes to redefine the term “State” in section 103(4) of 
the act to include the territories and possessions of the United States, 
the Commonwealth of Puerto Rico, and the District of Columbia, as 
well as the 50 States. 

The Subcommittee of the House Select Committee on Small Busi- 
ness, which conducted a study and investigation of the problems of 
small business, recommended among other things in its report that 
the Small Business Investment Act of 1958 be amended to provide 
that the geographical limits of the act would include the territory of 
Guam. 

There is no need for me to stress to you the importance of the ex- 
tension of this act to Guam. Clearly the intent of Congress in the 
passage of this law was 





to improve and stimulate the national economy in general and the small busi- 
ness segment thereof in particular by establishing a program to stimulate and 
supplement the flow of private equity capital and long-term loan funds which 
small business concerns need for the sound financing of their business operations 
and for their growth, expansion, and modernization, and which are not avail- 
able in adequate supply. 

Guam is a growing American community whose economy is re- 
covering from the physical devastations of the war. Like any other 
growing community, it has its growing pains and problems, too, some 
of which it cannot meet through its own Himited resources but re- 
quires the assistance of our National Government. 

Its economy is based largely uy on the military activity there which 
is governed by our national defense policy and Federal spending. 
Commerce and industry consist of some manufacturing, farming, 
commercial merchandising, and personal services geared to meet the 
the needs and demands of the local population and to an extent, at 
least, to the military agencies. 

Small businesses on Guam, unlike the military establishments, are 
handicapped by inadequate credit and long-term financing facilities. 
There is only one bank in Guam and that is a local branch of the 
Bank of America. 

The only other credit facilities consist of a private home loan as- 
sociation, a private chattel mortgage loan company, and the Guam 
Finance and Development Administration, a public body established 
by the territorial government with local funds. 
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The costs of borrowing money on Guam are higher, substantially. 
than the usual rates paid here on the mainland by merchants. Com- 
mercial interest rates there range from 9 to 12 percent per annum. 

Another roadblock to the encouragement of risk or venture capital 
into Guam necessary to the improvement of its economy is the naval 
entry authorization or security clearance. 

This regulation forbids or denies any person or vessel or aircraft, 
regardless of citizenship, to enter the territorial limits of Guam 
without special clearance issued by the authority of the Secretary of 
the Navy. The liberalization of this restrictive regulation undoubt- 
edly would facilitate and stimulate the flow of American citizens 
and capital to Guam for business and for pleasure. 

With the exception of the Bank of America, the other lending 
institutions are locally organized. The need for equity capital and 
long-term credit are obvious and the establishment of a small busi- 
ness investment company will not only serve the crying needs of small 
businesses but will enhance the general economy of the territory of 
Guam. 

Guam and its needs are truly a classic example of the type of Amer- 
ican community that the act was designed to aid. 

Thank you for affording me this opportunity to appear before you 
and to present my views in support of the enactment of Senate bill 
2611 insofar as it affects the territory of Guam. 

I will be pleased to answer any questions the committee may have. 

Mr. Parman. What is the population of the territory of Guam? 

Mr. Won Par. The overall population is between 72,000 and 75,000. 
That is including the military, civil service, and contract workers. 

Mr. Vantk. Does that include Saipan ? 

Mr. Won Par. No, sir, just the island of Guam. 

Mr. Vanrk. What is the status of Saipan and the other islands? 

Mr. Won Par. Saipan is under the Trust Territory, and presently 
the U.S.A. has trusteeship over it. However, Saipan is under the 
military administration of the Navy, while the rest of the other terri- 
tories are under the Interior Department. 

Mr. Vanrk. My own thought was that time would certainly be at 
hand for short Aaa and incorporating Saipan, and I think there 
is one other island of considerable size. 

Mr. Won Par. Yes, sir, Tinian. 

Mr. Vanix. Putting them in the same status as Guam. 

Mr. Won Par. I think there has been a move initiated. The people 
of Saipan have petitioned the United Nations and also they had to 
petition the U.S. Congress. 

Mr. Vanrk. For incorporation into Guam ? 

Mr. Won Par. Yes, sir. 

You see, ethnologically speaking, these islands have the same people. 

Mr. Vanix. What is the population of Saipan ? 

Mr. Won Par. 8,000. 

Mr. Vanrx. And Tinian, about 4,000? 

Mr. Won Part. A little less, and so is Rota. 

Mr. Vanrx. Thank you. 

Mr. Parman. What about your legislature? Do you have two 
houses, such as we have ? 

Mr. Won Part. No, sir; we have a unicameral house, 
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Mr. Patman. Like the State of Nebraska. 

Mr. Won Par. Yes, sir. 

Mr. Parman. How many members? 

Mr. Won Par. 21 members, and they are all elected at large. 

Mr. Parman. All elected at large. 

Mr. Won Part. Yes, sir. 

Mr. Parman. That would mean about 2,000, or a little bit better 
than 2,000, that you represent, if it is done on that basis. 

The Governor is appointed by the President ? 

Mr. Won Par. Yes, sir; with the consent of the senate ? 

Mr. Vanrk. You have the same political organization they had in 
Hawaii until incorporation ? 

Mr. Won Par. Yes, sir; with the difference that we are organized 
but unincorporated. 

Mr. Patman. How many square miles? 

Mr. Won Par. Guam is 220 square miles and 35 percent of the total 
land area is occupied by the military. 

Mr. Parman. How many military people do you have there? 

Mr. Won Par. We have about, between 12,000 and 13,000 in uni- 
form and 9,000 to 10,000 dependents. Then you have about 5,000 
civil service personnel with their dependents. We also have about 
6,000 contract laborers that are Filipinos, over there on a temporary 
basis. 

Mr. Parman. That is about half of your population. 

Mr. Won Par. Yes, sir; that is about half of it. 

Mr. Vantk. Do you have a usury law in Guam / 

Mr. Won Par. Yes, sir; we do. 

Mr. Parman. What is the legal ceiling on the rate of interest ? 

Mr. Won Par. 12 percent. 

Mr. Vantk. What are the penalties if it exceeds 12 percent? 

Mr. Won Par. There are penalties. 

Mr. Vani. Are there criminal penalties? 

Mr. Won Pat. I think it isa criminal penalty. 

Mr. Vanix. What is it ? 

Mr. Won Part. I don’t know exactly. I can’t give you the exact 
penalty. 

Mr. Parman. Is that 12 percent simple interest or on a discount 
basis? 

Mr. Won Par. Ona discount basis. 

Mr. Parman. In other words, can they deduct 12 percent in ad- 
vance ? 

Mr. Won Par. Some institutions do. 

Mr. Vantk. That makes it 24 percent. 

Mr. Parman. Where they pay it back every month, yes. 

Mr. Vani. Well, these small business enterprises would serve as a 
very interesting model, because it is all on one island and can be care- 
fully watched. What would be the type of loan that would be most 
likely to be serviced in this way / 

Mr. Wow Pat. Well, you see, Guam has a unique situation. There 
are, of course, new areas where you can expand the basic economy. 
Of course, a lot of businesses are small businesses. 4 

Mr. Vanrx. The small businesses are geared to servicing the Gov- 
ernment personnel and the local people ? : 
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Mr. Won Par. Let me give you a good example of what will be 
needed there. We will have to start a sort of feed mill and other 
adaptable industry, because 85 percent of what we use in Guam is im- 
ported, and the cost of shipping is pretty high. 

Mr. Vanix. Well, you do produce copra. 

Mr. Won Pat. Yes; we do produce copra. There are lots of copra 
produced in the other islands. Guam serves as a shipping center. 

Mr. Vanix. You collect it from the other islands ? 

Mr. Wow Par. Yes, sir; it is transshipped from Guam to other 
market areas. 

Mr. Vanik. You stated 35 percent of the land area was owned by 
the U.S. Government ? 

Mr. Won Par. Yes, sir. 

Mr. Vanik. Is the other 65 percent available for purchase by indi- 
viduals or is it pretty much tied up ? 

Mr. Won Par. Twenty-one percent is owned by the Government of 
Guam and the rest is privately owned. 

Mr. Won Pav. Twenty-one percent is owned by the Government of 
Guam. 

Mr. Won Par. Yes, sir. 

Thirty-five by the military. 

Mr. Vantx. Twenty-one percent by the Government of Guam. 

Mr. Won Par. And the rest by private ownership. 

Mr. Vanrx. That means 44 percent is privately owned. 

Mr. Won Par. Yes, sir. 

Mr. Vantk. Of that 44 percent, how much of it is concentrated in 
ownership by private people? I mean how much of it is concentrated 
in large tracts ? 

Mr. Won Par. On the basis of people paying real estate taxes, we 
have about 10,000 parcels of land. 

Mr. Vanrx. You have 10,000 parcels? 

Mr. Won Par. Yes. 

Mr. Vanrx. That is your total number of parcels? 

Mr. Won Par. Yes. 

Mr. Vantx. And of those 10,000 parcels, what percentage are owned 
by people that—is 80 percent of the land area available after public 
ownership, is it owned by not more than 2 percent of the population 
of the island ? 

Mr. Won Part. Well, let me see. We have a few large individuals 
who hold large holdings. 

Mr. Vantx. There are a few people that have large holdings? 

Mr. Won Part. Yes, sir. 

Mr. Vanrk. So that while there may be 10,000 individual tracts, the 
fact of the matter is that a big part of the land area in Guam is owned 
by less than 1 percent of the people? 

Mr. Won Par. Well, I wouldn’t say less than 1 percent, sir. 

Mr. Patman. The new census will disclose that. 

Mr. Vantx. Yes, that is right. 

What I am trying to drive at is, will the effective operation of the 
Small Business Act help create or stimulate a more widely dispersed 
ownership of land in the Island of Guam ? 

Mr. Won Part. Well 

Mr. Vanrk. Because one of the most important things, as I under- 
stand it, is getting thet land on which to do business out there. In 
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other words, getting the rights to buy a little piece of land is prob- 
ably the most important thing you have todo. Isthat right? 

Mr. Won Par. No, I beg to differ with that. That is one, of course, 
of the reasons advanced by businessmen. Naturally, businessmen 
want to buy as low as they can. But, you see, the cost of land in 
Guam varies. 

Mr. Vanix. What is the price of land in Guam ? 

Mr. Won Par. Well, if you try to buy a piece of land on Marine 
Drive 

Mr, Vanik. Let’s forget about Marine Drive. 

Mr. Wow Par. But that is where people want to do business, sir. 
They don’t want to go out to the village like Mariz, the other end of 
the island. 

Mr. Vanik. Let’s just talk about land that might be used for agri- 
culture. 

Mr. Won Par. Oh, for agriculture? Well, there are five grades of 
land values with respect to agricultural use. Most of the land on 
Guam is in the southern part, which is hilly, and so it is not so 
adaptable to agriculture. It could be, but it would require extensive 
expenditures, control of erosion, fertilization, and so forth. 

Mr. Vanrk. What is the average going price for median agricul- 
tural land ¢ 

Mr. Won Par. Well, you could pay as low as $500 a hectare, which 
means 21% acres. 

Mr. Vanrik. I would like to ask this one further question. You 
have the opportunity, where everything is concentrated within a 
single island, to observe the effectiveness of the law, and I think 
that you probably have as good an opportunity there to build the 
finest melil of the operation as perhaps there is anywhere in the 
world. And that is why I think this experiment is so important 
and so necessary for you on the island of Guam, providing that the 
development of resources encourage the really truly small business. 

Mr. Won Par. That is exactly our purpose, sir, to try to en- 
courage. 

You see, our main resources are the people over there and the 
land. We do have other natural resources. We have the sea, of 
course, around us. 

The economy is based on what we have and whatever skills we 
have, and what markets are available for us. But presently we are 
concerned largely with enhancing the local economy by exploiting our 
own resources with the help of the Government. . 

Mr. Vantk. Do you have laws like Puerto Rico, which provide 
tax incentives? 

Mr. Won Pat. No, sir, we cannot do that. 

Mr. Vanix. What is the income tax? 

Mr. Won Par. We are very fortunate in Guam in that respect, in 
that the Federal income tax laws apply to Guam, and everybody pays 
taxes, but the taxes held are retained for the benefit of the territory. 

Mr. Vanix. The ponpe of Ohio asked me to do that for them. I 
guess the people of Texas feel the same way, and the people of 
Pennsylvania. That is a real good feature. They have all been ask- 
ing to get that written into the Federal law. 
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Mr. Won Par. If that were the case, we wouldn’t have a United 
States as prosperous as we have today, because you wouldn’t have 
any means to equalize your economic situation. 

Mr. Vanix. That is right. 

And your opinion is that this act, with the inclusion of Guam, 
would stimulate the desirable development of small enterprise, suc- 
cessful small enterprise, to help develop Guam as a good self-sufli- 
cient place? 

Mr. Won Par. Yes, sir. And it will contribute in a considerable 
way tothe Armed Forces, and the national interest. 

Mr. Vanrk. Although you are very much an importing community 
you have the resources and the favorable circumstances to be entirely 
self-sufficient, is that correct? 

Mr. Won Pat. Well, if opportunities are provided. 

Mr. Vanix. If you are started off, and if the people can get going 
in business? 

Mr. Won Par. Yes. 

Mr. Vanik. I mean you do have things that you could sell that 
would balance your economy. 

Mr. Won Par. Yes, that is right. 

Of course, as I said, the basic need would be assistance. 

Mr. Vanix. You are not suffering the overpopulation that Puerto 
Rico or some other places may be. 

Mr. Won Par. No, we don’t have what they call the explosive 
problem of population. 

Mr. Vanix. Notas yet, at any rate. 

Mr. Won Par. Not as yet. 

Mr. Vanrx. Thank you, Mr. Chairman. 

Mr. Patman. Any other questions, gentlemen ? 

Mr. Burke. Suppose the U.S. Government cut down its forces in 
Guam by 70 or 80 percent, what would be the impact on Guam ? 

Mr. Won Par. Undoubtedly it would affect the island tremendously. 

Mr. Burke. What I am getting at is this: I think you indicated 
that these loans would be made to small business and would more or 
less help the local population to build up businesses that would be 
dealing with the armed services. I was wondering if the Government 
of Guam was taking any steps to set up a so-called economic cushion 
in case there is a curtailment of forces over there ? 

Mr. Won Part. Yes, sir; that is our basic objective, to try to lessen 
our dependence upon the Armed Forces, because we anticipate that 
the military activity on Guam is dependent upon our strategy and 
technology here, national technology and national strategy, and by the 
current events of the world. 

Mr. Burke. Have you thought of developing any new industries ? 

Mr. Won Par. Yes, sir; we have recently had Stanford Research 
Institute conduct a study on the economy of Guam. That institute 
has just completed its study. 

Also, as I stated in my statement, we have the Guam Finance and 
Development Agency, which is a Government institution, and the 
basic purpose of that institution is to make studies and provide neces- 
sary assistance whereby the local economy can be enhanced. 

Mr. Burxe. How is the municipality of Agat. Is that built up? 

Mr. Won Par. Well, Agat, you know, is an entirely new town. 
The military built that. Old Agat, of course, is next to it and is still 
very undeveloped. 


I 











ge 








SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 125 


Mr. Parman. Mr. Johnson. 

Mr. Jounson. One question. 

You don’t have to answer this for the record, if you don’t want to. 

Mr. Won Par. No, sir. I will be very happy to answer any ques- 
tion regardless of what it is. 

Mr. Jounson. Pursuing the line of inquiry that Congressman 
Burke raised, what w ould be the desire of the people of Guam with 
respect to their status? 

You are asking us to apply one more Federal law to Guam. Pre- 
sumably this could go on and on until we had all the laws applied to 
Guam. What are your anticipations for the future ? 

Mr. Won Par. Well, we in Guam are American citizens. We want 
to be fully assimilated within the American way of life. I think on 
Guam everything is done in the tradition of America. Our school 
— is just like the school system here. There is no basic difference 
at all. 

Mr. Jounson. So that you would welcome the gradual extension 
of Federal statutes to the island ? 

Mr. Won Par. Yes, sir. I mean—TI want to be honest with you. 
That we aspire, as I say, to become fully assimilated, socially, eco- 
nomically, and politically. Now, perhaps politically’ is where you 
would be interested. 

Mr. Jounson. Yes. 

Mr. Won Pat. We have no ambition to become a State. Guam is 
organized but unincorporated, and Guam cannot become a State. 
Unlike a territory like Alaska, they can become a State. 

Mr. Jounson. Your hope would be to go through the steps, how- 
ever ? 

Mr. Won Par. Yes; right now, the President of the United States 
has asked Congress that Guam and the Virgin Islands be allowed 
representation here, nonvoting, so that their problems might be 
brought to the attention of Congress. 

Mr. Jounson. I have asked my question and I appreciate your 
frank statement. 

Thank you. 

Mr. Won Par. Iam very glad you have asked that question, sir. 

Mr. Parman. Thank you very kindly. 

When I asked you about the size of your legislature, I had in mind 
the State of New Hampshire, which has 24, and 600,000 people, and 
they have a house of representatives of 399 members, and each mem- 
ber represents about 1,000 to 1,200 people. 

So you are not very far out of line. 

I asked Senator Bridges one time how he got along with the legis- 
lature when he was Governor of New Hampshire, and he said he got 
along with them fine. The large body was there, but he didn’t find 
any more trouble dealing with it than he did with his city, which only 
had 21 members. 

Thank you very much, Mr. Won Pat. 

Mr. Won Par. Thank you. 

Mr, Parman. Without objection, we will stand in recess until 10 
o’clock tomorrow morning. 

(Whereupon, at 11:50 a.m., the subcommittee adjourned, to recon- 
vene at 10 a.m., Friday, March 11, 1960.) 
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FRIDAY, MARCH 11, 1960 


Hovuss or REPRESENTATIVES, 
CoMMITTEE ON BANKING AND CURRENCY, 
SuscoMMITTEE No, 3, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. Wright Patman, chairman 
of the subcommittee, presidin 

Present: Representatives Patinen (chairman), Vanik, Burke, Mil- 
ler, Johnson, Kilburn, Bass, Siler, and Milliken. 

Mr. Parwan. The committee will please come to order. 

Mr. Hall will be recognized for the purpose of identifying himself 
and filing a statement. 

“Mr-“Hadll, believe you organized a small business investment: com- 
pany at Dallas, Tex. 

Mr. Hat. Yes, sir, that is correct. 

Mr. Parma. We are delighted to have your statement, sir. Just 
identify yourself to the reporter. 

Mr. Haat: All right. Iam Robert A. Hall, secretary of the Small 
Business Investment Co. of the Southwest, located in Dallas, Tex, 

Shall I read the statement or just file it ? 

Mr. Parman. It is all right to file it. We have our schedule pretty 
well filled this morning, but if you would like to be heard es 
we would be glad to hear you this afternoon. 

Mr. Haut. I think just filing it will be sufficient. 

Mr. Parman. Thank you very much for your appearance. 

(The prepared statement of Robert A. Hall, secretary of the. Small 
Business Investment Co. of the Southwest, is as follows:) 


STATEMENT OF Ropert A. HALL, SECRETARY, THE SMALL BusINESS INVESTMENT 
Co. OF THE SOUTHWEST 


My name is Robert A. Hall. I am seeretary of the Small Business Invest- 
ment Co. of the Southwest and a member of Bennett, Osborn & Hall, financial 
and management consultants, of Dallas, Tex. 

I wish to thank you for the opportunity to testify and to commend this com- 
mittee for its‘efforts to aid the small business concerns of our Nation. 

Although your notice of February 18, relative to this hearing indicated a 
discussion of 8. 2611, we feel other amendments are warranted by virtue of our 
experience since the Senate passed 8. 2611 last year. Our company approves 
S. 2611 and hopes it is enacted with certain recommended amendments here- 
inafter enumerated. J 

Addressing ourselves to the three most important changes 8. 2611 would 
make as stated in your February 18 notice we have the following observations: 

First, we favor allowing SBIC’s to make any form of an equity investment 
in a small business it may see fit, because under the present law loans are 
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too limited. In many instance the purchase of preferred stock, stock options 
and other forms of equity participation are more appealing to the borrower 
than convertible debentures. 

Second, we are in favor of eliminating the restrictions of requiring the small 
business concern to refinance its outstanding debt so the small business invest- 
ment company is its sole creditor and prohibiting it from further borrowing 
without the SBIC’s approval. However, we do not feel that an SBIC should be 
denied the right to make such restrictions if it felt they were necessary. 

Third, we favor eliminating the requirement that a small business concern 
must purchase stock in the SBIC as this is unpopular with both the lender and 
the borrower. 

In addition to the above changes in the act we recommend the following: 

1. Permission for SBIC’s. to collateralize convertible debenture loans or other 
equity type securities. In this connection although this is implicit in section 6 
of S. 2611 we believe it should be spelled out in such section. 

2. Eliminate the restriction that idle funds may be invested in Goverment 
obligations only.’ This is a particularly harsh rule where no Government money 
has been borrowed. If the SBIC has not borrowed any Government funds we 
recommend that:such. SBIC be allowed to operate under the prudent-man rule 
for investing its idle funds. 

‘3: Provide as in the case of mutual funds. to pass through eapital gains as this 
would attract more investors to SBIC’s. ; 

4, Allow SBIC’s to grant restricted stock options to key persons. 

5. Set up a statutory tax deductible bad debt reserve as is allowed to savings 
and loan associations. , 

6. Exempt SBIC’s from regulation under the Investment Company Act. of 


1940... i 
Thank you for your time and consideration. 
Mr. Parman. The next witness is Mr. Lee Davis, president of the 
Tennessee Investors, Inc., Nashville, Tenn. ' 
Identify yourself and the gentleman accompanying you. 


STATEMENT OF LEE DAVIS, PRESIDENT, TENNESSEE INVESTORS, 

':.INC., NASHVILLE, TENN., ACCOMPANIED BY GARRETT FULLER, 
OF GUNDERSON & FULLER, WASHINGTON, D.C., WASHINGTON 
COUNSEL , 


‘Mr. Davis. Mr. Chairman, I am Lee Davis, Nashville, Tenn, presi- 
dent of the Tennessee Investors, Inc., and this is Mr. Garrett Fuller, 
of Gunderson & Fuller; of Washington, our Washington counsel. 

Mr. Parman. We are glad to have you gentlemen. 

. . You may proceed in your own way, Mr. Davis. I believe you have 
a prepared statement, have you not ? 
r. Davis. Yes, sir. Thank you. 

Mr. Parman. All right, proceed. 

Mr. Davis. I presume, Mr. Chairman, since my statement is not too 
long, I might read it for the record and then I presume you may have 
questions. ee 

. Mr. Parman. You may proceed. 

Mr. Davis.. We appreciate the invitation to pee in the hear- 
ings of your committee on S. 2611 and other bills to amend the sub- 
ject act. 

We have heen one of the crusaders in helping to establish the new 
capital banking system to aid small business concerns. Our organiza- 
tion, we believe, is unique in that we obtained the endorsement, sup- 

ort and participation as stockholders of 48 banks throughout the 
State of ‘Tennessee. 

Since this was written, we have commitments from two additional 


banks. 
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The banks also supported us in the idea that such a company should 
be independent and large enough to supplement and assist 1n financing 
the customers of many banks. No bank or other stockholder owns 
as much as 10 percent of our initial capital. ; 

I have stated publicly many times that in my opinion the SBIC 
Act of 1958 is the most constructive legislation for the benefit of small 
business that has been enacted in my lifetime. The act, however, 
should be improved to give more flexibility to operations and at- 
tractiveness to investors. The 8. 2611 passed by the Senate last year 
is an excellent start but there are other amendments to the act which 
we feel are equally necessary. 

May I say first, I haven’t gone into a good deal of detail in this 
statement with regard to S. 2611, because that pretty well speaks for 
itself. I think it is good. I think the conditions and the content of 
that. bill are such that I am recommending it as it is, but with further 
comments. 

The most needed changes in our opinion are these : 


1. SBA LOANS TO SBIC’S 


Section 303(b) should be amended to authorize SBA loans to SBIC’s 
up to 100 percent of their capital and surplus instead of 50 percent. 
These loans should be made without collateral on the basis that: they 
are matching dollars with the companies as is similarly provided in 
section 501 of the act: for development companies. , 

In addition, SBA should make other loans secured by portfolio 
assets on a more liberal basis than is now being done. This is very 
necessary in the early stages of the development of these companies 
when private institutions are reluctant to make such loans. 


2. OTHER FORMS OF SPCURITIES FOR INVESTMENT 


The change proposed by S. 2611 is an excellent improvement, but, 
in my opinion, the optional forms of investment need to be spelled out 
in the act so there will be no misunderstanding and confusion. 

T am concurring with the general idea that there should be more 
flexibility with other types of securities, but I believe the law should 
be specific in stating what those uses or types may be, so that reluctance 
on the part of those administering the act may not unduly restrict that 
flexibility. 

Section 304, as revised by S. 2611, is an excellent improvement in 
many ways; however, the flexibility intended by providing for invest- 
ment by the SBIC’s in other types of securities, such as common and 
preferred stock, needs to be specifically set out in the act so there will 
be no doubt of the intent of Congress and the regulations may not be 
restrictive as they have in the past. 

In carrying out the intent of Congress to give more flexibility, the 
SBA should certainly permit debentures or any type of obligation 
taken by SBIC’s to be collateralized or partially collateralized in order 
to permit many applicants without sufficient collateral to obtain financ- 
ing by pledging what they have rather than be declined because of 
this prohibition. 
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3. SBA PARTICIPATION WITII SBIC’S 


Section 305(b) provides for participation by SBIC with any finan- 
cial institution and the SBA Act authorizes similar participation, but 
the Regulations prevent SBA participating in any specific loan with 
SBIC’s. This discourages the organization and growth of the com- 
panies. Actually a participation with SBA, as well as banks by the 

BIC’s, is a most effective method of providing additional funds for 
leverage and growth for the companies. 

I am not suggesting there ought to be automatic participation, but 
SBA should handle SBIC participation as it handles bank participa- 
tions. In that way we can in many cases take the long maturities 
where the SBA may not want to go so long. We may help to pay 
off some debts for the borrower where the SBA doesn’t want to use 
their funds for paying debts. 

So a cooperative effort in that respect would certainly give us a 
three-way chance to work out a combination between the bank and 
ourselves and the SBA, and I am suggesting that in specific cases 
and not on a blanket basis. 


4, INTEREST RATES 


Under section 305(c) the interest rate on loans to SBIC’s was fixed 
in the regulations at 5 percent when the cost of funds to the SBA was 
considerably less. I strongly favor some limitation on rates to be 
charged by the SBA which would provide that not more than one- 
half percent may be added to the average cost of money to SBA. 
Such a provision has been submitted by Congressman Joe Evins, 
chairman of Subcommittee No. 1. 

I feel, as Congressman Evins submitted, that it should be tied to 
the cost of the money to the SBA itself although there should be some 
spread ; of course. SBA doesn’t need the same kind of profit or cost 
to be provided in the use of its money to lend to these companies as 
it would to an individual borrower. 

This is a wholesale rate and it should be tied, I think, to the cost 
of money. I am suggesting not more than one-half of 1 percent to be 
added to the cost to SBA 


5. EXEMPTIONS UNDER SEC (1940) ACT 


Section 307(c) provides certain limited exemptions from the In- 
vestment Company Act of 1940 and section 308(c) to some extent 
would eliminate duplication of reporting by SBIC’s subject to the act. 
Such exemptions are of little help to SBIC’s and small business. 

SEC supervision and regulation under the Investment Company 
Act of 1940 should be entirely eliminated. Provisions in the act which 
are intended to protect investors can readily be made effective through 
SBA regulation and supervision. Congress has chosen wisely to place 
a regulation of SBIC’s under one agency, the SBA. Let’s keep it 
there. 

We might add at that point that we do not find any fault with 
SEC supervision under the Securities Act of 1933. The 1933 act 
covers public offerings which should be under SEC control. But from 
the standpoint of operations and supervision, I would like to add 
that I have noticed, since discussing this with our counsel, that the 





ae 


ohh tle. ed pase died ak 











SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 131 


1940 act specifically provides for the exemption of many other types 
of companies and institutions from the provisions of the act, and many 
of such organizations are not supervised by any Federal agency. 

As I stated before SBIC’s should continue to be subject to the pro- 
visions of the act of 1933 covering full disclosure in public offerings. 


6. STOCK OPTIONS 


Permit stock options for key personnel and organizers of SBIC’s. 
This is general practice and is necessary in order to induce qualified 
personnel to take responsible positions with companies. We now need 
and are in search for such qualified personnel. 

It is difficult to find a qualified person to come to work for a new 
corporation. If we employ a qualified man and pay him $10,000 to 
$15,000 a year, we must pay his salary out of cash. However, a man 
might say, “If I had an option on some stock I would work for less 
salary.” In that case we can keep our overhead down in the early 
stages of operations, that is by offering limited stock options in lieu 
of a larger cash salary. 


7. SECONDARY MARKET 


Provide a secondary market or some rediscounting plan for the 
securities of the SBIC’s. This is most important in order to permit 
the companies to obtain funds for investments in smal] businesses and 
provide the leverage and turnover necessary in the portfolio to be 
profitable. 

I understand since writing this, Senator Sparkman has covered 
that subject very fully, and from what I have read of it, it is excellent. 


8. TAX DEDUCTIBLE LOSS RESERVE 


Provide a tax deductible loss reserve of approximately 25 percent 
of net income similar to that now provided for Federal savings and 
loan associations. The relationship to the Federal supervising agen- 
cies is similar but the risks involved are entirely different. © Sav- 
ings are insured but the investment of SBIC’s are risks that normally 
other lending institutions do not take; therefore, the tax reduction 
and reserve should be considerably larger. 


9. CAPITAL BANKING SYSTEM 


My reason for speaking of a capital banking system is to try to 
classify this new type of institution as it relates to other types of in- 
stitutions already in existence, and to help, if possible, to get in the 
public mind what type of organization this is. 

I suggest that. we change the name to “Capital Banking System” so 
as to more properly describe the function of the SBIC’s. _ By defini- 
tion, approximately 90 percent of all businesses are eligible. This 
includes medium size businesses as well as small. The public, know- 
ing that many small owners are weak in management, assumes that 
the time and effort and risk involved in making loans to small bor- 
rowers cannot be profitable. The change of the name of “Capital 
Banking System” would certainly help to clarify the public under- 
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standing of the various types of banking which I would classify as 
follows: 

1. The commercial banking system. 

2. The investment banking system. 

3. The mortgage banking system. 

4. The institutional banking system. 

5. The (new) capital banking system. 


10. SBA AGGRESSIVE PROMOTION OF SBIC PROGRAM 


The SBA, in order to carry out the purposes of the act, must take 
more positive action and show some imagination and ingenuity in 
yoann | the growth and expansion of these companies for the bene- 

t of small businesses. They should show active leadership in edu- 
cating the public through all forms of publicity as to what these 
companies are, how they fit into the economy and how the program 
supplements the present banking systems and encourages the free 
enterprise system. 

My more than 30 years’ experience in long term financing and se- 
curities, 21 years of which was with the RFC in Tennessee, has con- 
vinced me that this well-conceived program enacted by Congress can 
and will fill one of the greatest needs of the Nation. The amend- 
ments we are recommending will expand rapidly the program of free 
enterprise. 

Our services are available to assist in any way possible. 

Mr. Patman. Thank you kindly. Mr. Miller. 

Mr. Mitirr. Mr. Davis, this business of stock options has come u 
with witnesses after witness, so I suppose it would be germane to as 
you whether or not you regard the whole idea of stock options, not 
simply related to SBIC, but any kind of stock options, do you believe 
that this is a proper way to grant remuneration to company officers. 

Mr. Davis. Yes, sir; [ think it is a proper way, within limits. I 
have seen that overdone so that, in many cases, the options can dilute 
the ownership, but a limited option will certainly be an encourage- 
ment to get the proper management into these companies. It has 
become general practice with the larger organizations. 

Mr. Mitter. Well, assuming that it has become general, do you 
think that is good general practice as corporate philosophy ‘ 

Mr. Davis. Yes, sir, within limits. 

As I say, particularly with a new corporation, it helps keep down 
current cash outgo. 

Mr. Mutter. You mean General Motors, and the du Pont Com- 
pany, and so on? 

Mr. Davis. Well, they have to pay a high price to get a man any- 
way. But I don’t even know how to talk in those terms. If you are 
talking of a salary of a $100,000 or $200,000, that is beyond my ken. 

But in our type of organization we must look for a man with good 
experience in business loans and investments. If he has a job—and 
if he doesn’t have a job he is not the man you want—you are not going 
to be able to get him to leave an insurance company or an investment 
house, or some other type of company that A 2 qualify him for this 





type of work, to take a job at less salary, or even at the same salary, 
unless there is some inducement and he can see a chance to better his 
financial position within a reasonable time. 
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Mr. Miter. I understand that. But when I see the general popu- 
lation struggling for some kind of security after age 65, and they 
contrast this with large corporations granting these endless stock 
options to their officers, you can see it creates a great political and 
philosophical problem. Do you agree? 

Mr. Davis. I agree, Mr. Congressman, with your word “endless.” 
As I say, stock options should be limited, and they should be limited 
to the extent of inducing these companies to get started. 

I haven’t gotten into the question of what the big corporations do. 
I know it is general practice, but it may be too generous, and it may 
be endless in which case it is not a healthy situation. 

Mr. Mitier. That brings up the second problem with which we are 
wrestling in this subcommittee. It isa gray area, the delicate dividing 
line between what was referred to by witnesses yesterday as keeping 
out the “fast buck boys,” and at the same time satisfying the pur- 
poses of this act, which is to encourage legitimate small business. 

Do you feel that the recommendations that you have made, par- 
ticularly the one numbered 5, will protect us sufficiently against the 
“fast buck boys”? 

We had testimony from the Chairman of the SEC to the effect that 
the 1940 Investment Act was essential and that it would in effect keep 
out undesirable elements. 

I wonder if you would comment on that further? 

Mr. Davis. Yes, sir, Mr. Congressman. I tink, when any Govern- 
ment agency is supervising the operation and has the authority and 
the right to withdraw the license if the rules and regulations are vio- 
lated, even though it may not be a violation of the law, certainly that 
Government agency has the right to control and can keep the operation 
on a proper basis. 

For example, the Comptroller supervises the national banks. He 
doesn’t need the SEC to assist him or duplicate his work in that super- 
vision. Other examples could be mentioned. 

Our only complaint here is that we are subject to the supervision 
of two agencies as to our operating policies and our operating methods. 

We were required to state in the SBA proposal what our policies 
are. Also, in offering our securities to the public we set out those 
policies in our prospectus under the 1933 act. If we violate the poli- 
cies, SEC can call us under the 1933 act, which is proper. On day- 
to-day operations we must make reports to SBA. We are required 
to answer to it for everything we do under the regulations. SBA has 
a right to say, “You didn’t do this right, so we are going to withdraw 
your license.” 

I don’t think the “fast buck boys” can get by anything under that 
sort of regulation. 

It is my feeling that the SEC is an unnecessary burden from the 
standpoint of supervision and reporting. You see, we not only have 
to report to the SBA but we also must report to the SEC. Also, 
SBIC’s have State charters and have to report to State supervisory 
agencies, whatever they may be. 

Now, if we can eliminte some duplication, we are certainly in better 
shape, and I don’t think we would eliminate any protection to investors 
at all. Apparently, Congress took this into consideration in similar 
situations when the 1940 act was passed. You will note section 
3(c) (3) provides exemption for any bank or insurance company, any 
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savings and loan association, building and loan association, coopera- 
tive bank, homestead association, or similar institution, or any re- 
eeiver, conservator, or liquidator, and so on. Another subsection 
exempts any person substantially all of whose business is confined to 
making small loans, industrial banking, or similar business. 

We feel therefore that SBIC’s, which are subject to close supervision 
by the SBA, should be similarly exempt from the provisions of the 
1940 act. 

Mr. Muuer. Then, to summarize your remarks, you believe that 
keeping SEC in the picture to the extent that it is, is overly cautious 
and overly protective ? 

Mr. Davis. Yes, sir. And duplicating many functions which may 
readily be handled by SBA without in any way lessening protection 
to investors and the public. 

Mr. Miter. One final question. Consider on the one side liberality, 
and on the other hand, overcaution. In the light of your recom- 
mendations, do you believe them to be essential to effectuate the 
policies of the act? I am referring now to such suggestions as the in- 
terest rate, item No. 4 in your statement, and item 7, secondary market. 

Do you think that they offend in the direction of liberality or are 
they overly cautious 

Mr. Davis. They certainly are not too liberal from the standpoint 
of convincing a prospective investor that this is a good investment and 
one which is going to be profitable. This is the only basis on which 
we can get private capital into these companies. After these com- 
panies are in operation for some years, and the public understands 
that this is a new type of bank and knows just what kind of bank 
or banking system it is, it will be far easier to bring in private capital. 
Also there will be other financial institutions that will then lend 
money to these companies. In order to get them functioning now, 
however, I think it is essential that the Government do a reasonable 
amount of priming. Later it can be tapered off. 

Mr. Miuuer (acting chairman). Mr. Bass. 

Mr. Bass. No questions. 

Mr. Mitier. Mr. Milliken. 

Mr. MituiKxen. No questions, sir. 

Mr. Murr. Thank you very much for your testimony. It has 
been most helpful and we appreciate your appearance here this morn- 


ing. 

Thank you very much. 

~~ next witness is Mr. Robert S. Green, counsel, Electronics Capi- 
tal Corp. 

Mr. Green, we are very delighted to have you appear here this 
morning as a witness before this subcommittee. Will you identify 
yourself for the record ? 


STATEMENT OF ROBERT S. GREEN, COUNSEL, ELECTRONICS 
CAPITAL CORP., WASHINGTON, D.C. 


Mr. Green. I am Robert S. Green. I represent Electronics Capi- 
tal Corp. 

Mr. Mitier. You may proceed either by reading your statement, or 
if preferred you may offer your statement as an exhibit and proceed 
informally to summarize your remarks. 
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Mr. Green. I would prefer to do that, if I may, Mr. Chairman. 

Mr. Charles E. Salik, the president of Electronics Capital Corp. 
regrets that he cannot be here today. He is at a board of directors 
meeting of the corporation in San Diego, but he has prepared a state- 
ment with exhibits, and in addition, Mr. Bernard Koteen, who is 
general counsel for the corporation, has prepared a short memoran- 
dum covering some of the legal aspects of the stock option question. 
I request permission to have both of these inserted in the record. 

Mr. Mixer. They will be received. 

(The statements above referred to are as follows :) 


STATEMENT OF CHARLES E. SALIK, PRESIDENT AND CHAIRMAN OF THE BOARD OF 
DIRECTORS OF ELECTRONICS CAPITAL CorP. 


I am pleased to have this opportunity to present to you our views, experience, 
and recommendations in connection with the Small Business Investment Act of 
1958. We propose three basic amendments to the act, which, in our view, would 
further stimulate the formation of new small business investment companies, 
The three recommendations, which are described in more detail elsewhere in this 
statement, are: 

1. The creation of a Federal Small Business Reserve Bank. 

2. A statutory tax deductible bad debt reserve. 

3. Restrictive stock options to key personnel. 

It is our belief that the authors of the Small Business Investment Act of 1958 
initiated legislation which has effectively contributed to the ever expanding 
growth of our American economy. It is our conviction that this act of Con- 
gress is already having beneficial effect as it does, in fact, stimulate the na- 
tional economy in general and the small business segment thereof in particular 
by effectively providing the means whereby small companies can receive long- 
term investment capital. Having lived within the terms of this act, we can 
truly state that this piece of legislation is an effective instrument to accomplish 
the aim envisioned by Congress when it enacted Public Law 699. 

Let me make it clear that if no amendments were made to this act during this 
session of Congress we at Electronics Capital Corp. are convinced that we can 
effectively operate our small business investment company as conceived by Con- 
gress. I want to emphasize that the act provides no insurmountable obstacles 
toward the successful and profitable operation of a small business investment 
company, It has been our experience that the act is a living instrument which 
has been well conceived to allow considerable flexibility to the small business 
investment company. In our opinion, the Small Business Administration has 
fairly and equitably administered the provisions of this act. They have en- 
couraged and aided us at every turn and have expeditiously as well as care- 
fully handled all filings made with them, both as to our original application 
and all subsequent filings relating to our activities. 

Our relations with the Small Business Administration have been stimulating 
and gratifying, and I say with all candor that during my business career in 
dealing with Federal agencies the Small Business Administration has demon- 
strated enthusiasm and dedication which, in my opinion, are unequaled. 

It is also my pleasure to report that the Securities and Exchange Commission 
expeditiously processed our registration statement and, even though ours was 
one of the first filings for a public offering of a small business investment com- 
pany shares, the SEC made our registration effective some 40 days from the 
date of our first filing. 

We have been aware of a number of negative statements made in connection 
with this act. It is our belief that many of these comments come from people 
who are either uninformed or narrow of view. We at Electronics Capital Corp, 
take the position that few who have read the act have properly interpreted the 
enormous potential available to investors in small business investment com- 
panies. Those who would detract from the act misinterpret the intent of its 
authors by envisioning federally sponsored finance company operations or short- 
term speculation in the investment instruments representing small company 
equity. We believe that neither of the foregoing viewpoints do justice to this 
act. If potential organizers of small, business investment companies would 
first consider that the main purpose of their company should be long-term equity 
financing, they would begin to see the inherent growth potentials which would be 
available to them. 
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L‘am sure you would be interested to know of our operating experience since 
our inception on June 16, 1959. (See exhibit A.) As you may know, we offered 
to the public, through an underwriting syndicate headed by Hayden, Stone & 
Co, of New York, $18 million of our common stock (1,800,000 shares at $10 per 
share). The issue was oversubscribed and trading subsequently in the common 
stock was brisk. The shares initially offered at $10 per share now have a quoted 
public market of $205 bid, $22 asked, over the counter. 

As founder and president of Electronics Investment Corp., a $30 million open 
énd investment company, and through my experience in the securities market- 
place, I have come to recognize the securities that appeal to the general public. 
Our investment advisory activities have, we believe, given us an insight into 
the types of securities that investment banking houses prefer. 

I am confident that there is a vast public market for the securities of small 
business invesment companies which are properly conceived, well oriented in- 
dustrywise, and which possess management know-how that speaks the language 
of both the investment banker and the small businessman. At this point, I can- 
not too strongly urge that potential organizers of small business investment com- 
panies be warned that undercapitalization is as serious to a small business in- 
vestment company as it is to a small business, and that the full benefits of the 
act ean only be achieved when the small business investment company itself 
has sufficient capital to carry out its aims and objectives. Not the least of these 
is the necessity of generating sufficient income obtained through money invested 
at reasonable interest rates to afford expert executives who can not only perform 
the initial investigations required to make sound and reasonable investments, 
but also who possess the ability to provide effectively management consultation 
to the small businesses within their area of endeavor. 

During our 7%4 months of operation, we have reviewed more than 450 com- 
panies. We have found that at least 100 of these companies generally possess 
the growth characteristics and qualifications which would justfy further investi- 
gation. We have, at this writing, made six commitments totaling $3,650,000. 
We are in serious negotiation with 20 promising companies and we have only 
scratched the surface. 

We are delighted to report to you that with proper communication and a 
thorough explanation of our aims and objectives, almost all companies that 
were attractive to us have embraced our concept of investment and financial 
management. It should be made clear at this point, however, that no new 
concept sells itself. Our whole operation is geared toward the aggressive 
marketing of our capital and services. We emphasize to the entrepreneurs of 
small businesses that we represent private capital in the true spirit of the free 
enterprise system. We make it clear that our motives are for profit through 
growth and that we have no desire to operate our client companies as our pri- 
mary intention is to share equitably potential capital gains which will come 
about as a result of our joint efforts. To give weight to the foregoing, I would 
like to point out that all of our commitments to date are long-term convertible 
debenture bond investments. In certain situations we have also committed ‘ad- 
ditional funds as implementing loans. 

We believe that the convertible debenture bond investment instrument is the 
ideal method of investing in small business enterprises. All of the bondholder 
restrictions, covenants and disciplines which serve not only ourselves but our 
client companies, are clearly set forth in writing in advance so that there is 
no misunderstanding as to our intent. Of course, the incentive to make the 
investment commitment in the first place is the potential conversion into equity 
at such time as the small business has reached an operational maturity where 
either a capital gain can be realized or an unrealized capital gain can become 
apparent through a public offering of the small business company’s common 
stock if the company should prosper to that point. 

We agree with the wisdom expressed on page 17 of the committee print dealing 
with the Small Business Investment Act dated September 5, 1958, wherein it was 
stated that “it is thought that the use of convertible debentures, which has been 
developed to a high degree in recent years by many large, publicly financed com- 
panies, is the most suitable financing instrument for this type of program.’ 
Contrary to some previous testimony given at the hearing during the last session 
of Congress, we earnestly believe that the convertible debenture bond is, in fact, 
the most effective instrument to supply small business firms with long-term equity 
capital. We have not been hindered in our investment activities by this require- 
ment. 
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In our opinion, it is not feasible for a small business investment company to 
invest directly in the common stock of a small business as the necessary dis- 
ciplines and understandings as to the investment relationship would not be an 
integral part of the investment instrument. Without these disciplines, which, 
in our experience, are neither onerous nor a bar to investment, both parties to 
the agreement lack the essential ingredients to future successful financial man- 
agement. 

Underlying the foregoing thought is the fact that a small business investment 
company must have income to carry out its operations and if it invests in securi- 
ties which, unlike convertible debentures, bear no income, it is obvious to con- 
clude that when it has completely. invested its funds it would have no income 
with which to sustain its operations. There are many devices available within 
the investment community which are variations of the convertible debenture 
theme. We believe that these devices are not necessarily advantageous to either 
the small business investment company or the small business. 

The limited number of recommendations for amendments to the present Small 
Business. Investment Act of 1958 that I am about to discuss, would, I believe, 
encourage the formation of substantial and adequately managed small business 
investment companies. I would like to reiterate, however, that the absence of 
these suggested amendments should not inhibit the successful operation of well- 
planned small business investment companies. We generally endorse the recon 
mendations made by the Small Business Administration. I will not, at this 
time, discuss the Small Business Administration recommendations as, in my 
opinion, there has already been adequate justification to warrant the inclu- 
sion of these recommendations in any amendments that the Congress would 
choose to make. 

The three recommendations that I wish to propose are as follows: 


1. THE CREATION OF A FEDERAL SMALL BUSINESS RESERVE BANK 


In the interest of relieving the taxpayer from the direct subsidization of the 
small business investment company program, we propose the creation of a 
Federal Small Business Reserve Bank which would bring added vigor and new 
strength to the entire small business investment company program. The forma- 
tion of a Federal Small Business Reserve Bank would, in effect, place the strength 
of the combined assets of all small business investment companies behind each 
and every individual small business investment company, We believe that Con- 
gress should give serious consideration to an amendment to the Small Business 
Investment Act which would cause the establishment of a Federal Small Busi- 
ness Reserve Bank and would be implemented as follows : 

(1) Each small business investment company would initially purchase: shares 
of the Federal Small Business Reserve Bank in an amount equal to 5 percent of 
the small business investment company’s total assets. (Such purchase of equity 
in the bank and subsequent membership would not be mandatory. ) 

(2):The Board of Governors of the Federal Small Business Reserve Bank 
would be composed of representatives of the small business investment companies; 
the Small Business Administration, and small business. 

(3). The Federal Small Business Reserve Bank would offer its bonds of in- 
debtedness to the public securities market for additional operating funds, or 
for the purpase of repaying any borrowings from the Federal Government. 

(4) The $27.5 million which the Federal Reserve banks have transferred back 
to the Treasury Department in accordance with the repeal of section 13-b of the 
Federal Reserve Act could be appropriated to the Federal Small Business Reserve 
Bank as part of its initial capital in addition to the capital supplied by the smali 
business investment companies (less funds already disbursed by the Sniall Busi- 
ness Administration for management counseling). 

(5) That additional funds be made available to the Federal Small Business 
Reserve Bank under section 202 of the act which provides $250 milion to the 
Small Business Administration to be used to carry out the purposes of the 
Small Bitsiness Investment Act. 

(6) We propose that section 302(a) be amended so that after December 1961 
that part of section 302(a) pertaining to the purchase by the Small Business 
Administration of $150,000 of debentures to provide the initial capitalization 
of $300,000 as required by the act be eliminated. Further, we propose’ that 
section 303(b) be amended so that an additional dollar amount equivalent to 
30 percent of ‘the total assets of the members of the Federal Small Business 
Reserve Bank be made available solely to the Federal Small Business Reserve 
Bank. 
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(7) All Federal funds and the initial capital provided by small business in- 
vestment companies would be available, in the form of loans, to member small 
business investment companies in accordance with sound reserve banking prin- 
ciples, and each loan would be approvide by the Board of Governors or a desig- 
nated investment committee. It would be the intention of the Federal Small 
Business Reserve Bank to repay to the U.S. Treasury all Federal funds ap- 
propriated to the bank for the purposes herein described. 

(8) The Federal Small Business Reserve Bank would, as a part of its op- 
erations, provide a degree of liquidity to its members by discounting acceptable 
convertible debentures or term notes, and additionally, would lend funds to small 
business investment companies against their total collateral, within the exist- 
ing limitations of section 303(a) and the rulings promulgated by the Small 
Business Administration which presently limit such borrowings to a ratio of 
4tol. 

(9) The Federal Small Business Reserve Bank would be generally responsible 
for establishing industry standards relating to such investment and lending 
practices as the general rate of interest to be charged, the rediscount rate, and 
the general reserves necessary for the sound operation of a small business in- 
vestment company. 

(10) The Federal Small Business Reserve Bank would act as a lender of 
last resort to all member small business investment companies. 


2. A STATUTORY TAX DEDUCTIBLE BAD DEBT RESERVE 


|, We believe that many highly successful small business investment com- 
panies will earn reasonable profits within a relatively short period of time. 
Without a tax dedtctible bad debt reserve, it will be difficult for a small busi- 
ness investment company to utilize fully its capital funds as it must maintain 
a reasonable reserve for possible losses: due to the high risk inhérent within 
this type of investment. We recognize that Congress has previously provided 
tax deductible bad debt reserves to other financial institutions whose risks are 
considerably less than those of a small business investment company by virtue 
of the high collateralization available to their type of investment program. We 
respectfully recommend that the Congress establish for small businéss invest- 
ment companies a statutory tax deductible bad debt reserve equal to 18 per- 
cent of the total amount of investments made in small businesses less thé ‘sur- 
plus and undivided profits as of the beginning of each year. (See exhibit B.) 


3. RESTRICTIVE STOCK OPTIONS TO KEY PERSONNEL 


To encourage the formation of substantial publicly held small business in- 
vestment companies, we suggest that the granting of restrictive stock options 
be permitted by congressional act, so as to afford the original small business in- 
vestment company entrepreneurs the incentive to risk time and money in bring- 
ing a publicly held small business investment company into being. Further, 
it must be borne in mind that experienced, capable people who possess the quali- 
fications and the ability to create and operate such companies require the 
restrictive stock: option incentive to be attracted to this -pioneering effort. 
Equally important to a small business investment company as the attrac- 
tion and holding of additional expert management executives who are funda- 
mental to the suecessful operation of a small business investment company. 

Executive remuneration in the form of income alone does not generally at- 
tract the original entrepreneur or the necessary senior executives to the small 
business investment company program. The opportunity to share in the suc- 
eess of the company on a capital gains basis through restrictive stock option 
plans, a common practice throughout the American industry, is, in our opinion, 
of prime importance for the orderly growth of the small business investment 

rogram. 
Ta re let me state that after carefully considering the general 
approach for providing long-term capital to small business, we believe that it is 
consistent and proper that small business investment companies should have as 
their primary goal long-term equity investment objectives rather than to engage 
in loan or finance company practices which generate “profit through high inter- 
est” rather than capital gains in return for long-term risk. In that regard, we 
believe that the words “investment company” as related to this act are some- 
what misleading as the small business investment company is more logically 
a small business investment bank, and that the inclusion of the word “bank” 
in the title of the act as well as in the company itself would more accurately 
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describe the function of these companies. We therefore would like to suggest 
that Congress seriously consider changing the name of these companies to either 
small business investment banks or small business capital banks. 

We hold the firm conviction, as a result of our operating experience, that the 
Congress need not be alarmed by the number of applicants or subsequent 
licensees attracted to this program. We are confident that substantial, highly 
eapable investment people will come to realize the unusual opportunity made 
available through the Small Business Investment Act, and that with patience 
and reasonable diligence, the act will succeed beyond the hopes and aspirations 
of its authors. 


Exuisir A 
ELECTRONICS CAPITAL CORP. 
CAPITAL AND MANAGEMENT 


(A Federal licensee under the Small Business Investment Act) 


To Our Fellow Shareholders: 


It is with considerable pleasure that we give you this report dealing with the 
significant progress your company has made in its first 6 months of existence. 
This challenging experience has reconfirmed our conviction that early investment 
in carefully selected, privately held electronics companies offers the greatest 
opportunity for dynamic growth. 

The management of this corporation seeks those situations that offer explosive 
growth characteristics which can be found only in the small and medium size 
electronics company. In order to accomplish this objective, we have organized 
an executive staff which possesses the scientific, technical, management, and 
financial training and experience to weigh fully the many investment oppor- 
tunities made available to this corporation. 

We find that our investment philosophy has been widely accepted by a broad 
segment of the electronics industry, because we speak the language of the in- 
dustry. We have reviewed more than 400 electronics companies during the past 
6 months, and already we have found more than 100 companies that generally 
possess the growth characteristics that we are seeking. We have made 5 com- 
mitments for our portfolio, and we are now in the process of active negotiation 
with 15 additional companies. Our exhaustive analysis of the companies we 
have reviewed has not only enhanced our ability to select the most promising, but 
we have been able to contribute effectively to those companies with whom we 
have come in contact. Our experience during these first 6 months has broadened 
our perspective of the total requirements for the orderly growth of electronics 
companies possessing extraordinary technical capabilities. 

The promise of the soaring 1960's as predicted by our economists has as its 
heart ‘the most dynamic, exciting, and fastest growing industry of them all— 
electronics. We believe your investment in Electronics Capital Corp. affords 
you a unique opportunity to share in the unusual growth potential offered by 
early investment in privately held electronics companies. 

With cordial greetings. 

CHARLES FE. SALIK, 
President. 
RicHarD T. SIBERMAN, 
Executive Vice President. 


Tue Soarrmne SIxTIEsS AND ELECTRONICS 


The wealth of technical achievements coming to light in electronics makes it 
abundantly apparent that the whole image of the electronics industry will be 
changing constantly throughout the next decade. We envision an entirely new 
family of electronics products which will continually revolutionize our mode of 
living, our industrial processes, and our military defense posture. Juring the 
fifties, the television and radio segment of the electronics industry played the 
dominant role. We believe that in the sixties consumer electronics products will 
go through a dramatic metamorphosis. It is quite possible that we will find 
electronic heating and air conditioning, cooking and lighting, and home com- 
munications creating consumer electronics markets far surpassing the explosive 
television and radio era just witnessed in the fifties. In this one segment of the 
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electronics industry, the potential for new electronics companies is so enormous 
that it staggers the imagination. 

From our experience to date, we believe that some of our portfolio companies 
might well be among the leading electronics companies in the decade lying ahead. 
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ELECTRONICS CAPITAL—GROWTH CATALYS? FOR THE ELECTRONICS INDUSTRY 


The objective of Electronics Capital Corp. is to provide truly sympathetic, 
long-term capital to accelerate the growth of dynamic electronics companies, 
This statement bears with it the heavy responsibility that we maintain the 
necessary qualifications to appraise the potential of these companies. Equally 
important is the necessary ability to provide effective corporate advice to 
insure the original entrepreneurs the independence and self-determining initia- 
tive which is fundamental to a fast growing electronics company. 

It is not Electronics Capital Corp’s intention to cause those companies in 
which it invests to lose their identity or their own self-determination. The 
optimum relationship that we seek with our portfolio companies is one in which 
the company, at all levels, is able independently to use its executive resources 
without restraint, yet utilizing the broad perspective made available by Elec- 
tronics Capital Corp. 

INVESTMENT PROCESS 


(a) Initial evaluation 
Here are some of the steps we take in our screening process prior to entering 
into initial negotiations: 
. Define technical and economic area of operation. 
. Establish company’s competitive position. 
Establish total market and potential. 
. Evaluate management horizontally and vertically. 
Determine actual capital required for accelerated growth. 
Determine company’s ability to convert invested capital into profit. 


Determine potential public market value. 


Preliminary negotiation 
. Determine present sound book value with consideration of intangible assets. 
. Establish reasonable management incentives such as key executive stock 
option programs profit sharing and pension plans, and estate tax planning. 

3. Negotiate terms of convertible debenture. 

4. Project areas of management planning to be provided by Electronics 
Capital Corp. 
(c) Closing agreements 

1. Preparation of legal instruments. 

2. Obtaining or jurisdictional and board of directors approval. 

38. Presentation of terminal evaluation. 

4. Establishment of contractual basis for providing further implementing 


capital. 
_ 5. Signing of documents and delivery of funds in exchange for debentures, 


~~ 
pel ago wre 


PORTFOLIO OF INVESTMENT AS OF DECEMBER 31, 1959 


Our exhaustive process of selection yielded the companies now in our invest- 
ment portfolio which, we believe, are among the highest quality companies in 
their respective fields. Listed below are the five’ companies comprising our 
initial portfolio. We particularly call your attention to the compatibility of these 
companies which implement our group development concept. You will notice 
that these companies possess similar objectives, which should make it possible 
for such undertakings as group bidding, joint ventures and other development 
programs which could be mutually beneficial. 


Potter Instrument Co., Inc.: 

Total commitment, $1 million; $750,000 10-year 8 percent convertible 
debentures; $250,000 term loans; conversion rights, 33144 percent of total 
common stock. 

Our extensive analysis of the various elements of the industrial electronics 
picture has caused us to conclude that the magnetic tape recording field is one 
of the fastest growing segments. More particularly, we believe that digital com- 
puting and data handling systems, of which the tape mechanism is the heart, 
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have exceptional growth potentials. Potter Instrument Co., Inc., is a pioneer 
to this dynamic field. The company possesses many basic patents and has made 
substantial technical contributions to the art. The company, established 11 
years ago, has a consistent record of good earnings and has made continuous 
progress, both technically and marketwise, and now stands on the threshold of 
a considerable expansion program, which could yield vastly improved earnings 
in a relatively short period of time. The company’s ability to capitalize on its 
extensive engineering capability has propelled it into a leading position com- 
petitively in the digital magnetic tape recording field. 


General Electrodynamics Corp.: 
Total commitment, $400,000 ; $400,000 7-year 8 percent convertible deben- 
tures; conversion rights, 47 percent of total common stock, 

The research department of our economics and technical consultant, Electronics 
Investment Management Corp., has conducted an extensive survey of all of the 
segments of the electronics industry. Two particular segments which exhibit 
exceptional opportunity are the fields of air and space traffic control and closed- 
cireuit television. General Electrodynamics Corp. has unique technical compe- 
tence in both of these fields. Its engineering abilities im the field of precision 
electron optics has earned for it a prime contract from the Federal Aeronautics 
Administration for scan converter tubes which are to be extensively employed 
in airways traffic control systems. These tubes convert radar displays into 
television-like pictures which reveal all moving aircraft within a controlled 
area. This initial application of the scan converter tube is only the forerunner 
of many new applications of this unique cathode ray system. We envision the 
adoption of this technique in data display systems, spac® and missile tracking 
and control, and transmission of industrial data of a wide variety. 

General Electrodynamics produces over 75 percent of all vidicon television 
camera tubes which are the heart of the closed-circuit television systems in use 
today. Ruggedized versions of these vidicon tubes are used in satellites to send 
television pictures to earth from outer space. The growth and expansion of 
closed-circuit television is limited only by man’s imagination. Educational 
institutions have come to recognize the enormous value of utilizing closed-circuit 
television systems. Man’s vision has been extended beyond the range of human 
senses through closed-circuit television, and it is finding ever-increasing applica- 
tion throughout all phases of our economy. 

General Electrodynamic’s special ability, as a result of its research and devel- 
opment program in applying semiconductor techniques to electron optic devices, 
places this company in a leading position to capitalize upon this fast-growing 
segment of the electronics industry. 


Vega Electronics Corp. 
Total commitment, $300,000; $300,000 6-year 8 percent convertible deben- 
tures ; conversion rights, 68 percent of total common stock. 

During the past few years the storing of scientific information collected from 
missiles in flight and from outer space vehicles has become an enormous task. 
A whole new segment of the electronics industry has developed as a result of 
this tremendous need for data storage. Each day scientists have greater de- 
mands for accuracy, capacity and facility in the handling of the gross amounts 
of complex scientific data. The market demand for instrument analog data 
storage devices has, during this past year, swiftly risen to in excess of $100 
million and is destined to go considerably higher during the next few years. We, 
at Electronics Capital Corp., recognized the unusual need for an extremely re- 
liable, reasonably priced precision electronic magnetic tape storage system. 
We also recognized that this type of insturment has a wide variety of applica- 
tions beyond markets presently envisioned. 

Two of the outstanding pioneers and executives in this specialized field indi- 
cated a desire to create a company, with our financial and advisory support, 
to take advantage of this exceptional opportunity. Russell J. Tinkham and 
Walter C. Hironimus, both former executives of Ampex Corp., possess a wealth 
of management experience which made Vega Electronics possible. Vega Elec- 
tronics is now in the process of developing a completely integrated line of 
analog data tape storage systems as well as a compatible line of electro-acoustic 
products. Electronics Capital Corp. has worked closely with the founders of 
Vega Electronics to set up what we believe will be a model electronics company 
organization. Electronics Capital Corp. has assisted in developing Vega’s over- 
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all financial, technical, and marketing plan. We believe in the months and 
years that lie ahead, Vega Electronics will rapidly advance to a significant 
position in this new and exciting field. 


Cain & Co. 


Total commitment, $400,000 ; $300,000 6-year 8 percent convertible deben- 
tures; $100,000 term loan; conversion rights, 45 percent of total common 
stock. 

One of the major problems facing the electronics industry today has been 
market communications. Blectronics manufacturers producing proprietary 
products have made considerable strides, however, many have recognized one 
great weakness in their sales operation. This weakness, which has been a 
limiting factor in the orderly growth of electronics companies, is occasioned 
by the unwieldly method of regional representation now available to electronics 
companies. At the present time, it is not unusual for an electronics manufac- 
turer to have as many as 15 separate representative organizations selling his 
products in 15 different regions of the United States. The attendant inefficiency, 
excessive costs, and lack of communications between territories has tended 
to impede the growth of many electronics companies. 

Cain & Co., the first nationwide sales engineering corporation, fulfills this 
need by providing an integrated sales and marketing program which serves all 
territories for its individual clients. The reduction of sales costs, the im- 
provement of communications between sales areas and the ability to sell prod- 
ucts through one national sales organization, in our view, assures a bright future 
for Cain & Co. ‘ 

We envision that Cain & Co., through its ability to serve its clients over a 
wider territory, will eventually come to represent an important portion of 
electronics sales in the United States, and could thereby earn substantial profit 
for its services. A well financed, carefully thought out sales engineering or- 
ganization will serve a vital need not only for Electronics Capital Corp.’s port- 
folio companies, but many other companies who manufacture compatible prod- 
ucts. The Cain & Co. activity helps to implement further the group develop- 
ment concept long envisioned by the management of Electronics Capital Corp. 


Electronic Energy Conversion Corp. 


Total commitment, $1,250,000; $1,250,000 10-year 8 percent convertible 
debentures; conversion rights, 60 percent of total common stock. 

We have come to recognize that the root to the growth of the electronics in- 
dustry lies in the basic conversion of energy from one source into another. In 
the industrial revolution experienced in the United States, we have found that 
the harnessing of raw power available to us through our natural resources such 
as moving water, fossil fuels, and, recently, atomic energy, has made possible 
the great strength of the American, and, for that matter, the world economy. 

‘The electronics age, which brought about the second industrial revolution in 
the United States, has also had to rely on the conversion of one power source 
into another. In electronics, however, we find that the conversion of energy 
is ‘much more subtle and infinitely more sophisticated. Some power conversions 
come instantly to mind, such as the conversion of the sun’s energy into elec- 
tricity, the direct conversion of chemical energy into electricity, and the direct 
conversion of atomic energy into electricity. But of much more importance is 
the conversion of electron energy through new and entirely different concepts. 
As the brain electrically controls the movement of our muscles, so electronic 
energy has begun to control the muscles and sinews of our industries. 

Electronic energy conversion will play an extremely vital role in man’s fu- 
ture. It is difficult to determine the ultimate potential market for electronic 
conversion equipment. Today, with the electronic energy conversion units 
presently in use, the market already exceeds $100 million and is still on the 
threshold compared to tomorrow’s potential in this field. 
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Our research has revealed that, surprisingly enough, there is no dominant 
company in the electronic energy conversion field at the present time. Elec- 
tronic Energy Conversion Corp. was founded by Dr. Victor Wouk, one of the 
Nation’s leading authorities in the field of electronic energy conversion. Dr. 
Wouk, formerly vice president, research and engineering, for Raytheon Manu- 
facturing Co.’s Sorenson subsidiary, has previously created private companies 
in this field. He was the founder of Beta Electric, a company which was 
merged into the Raytheon subsidiary. His :unique scientific and management 
experience eminently: qualifies him to -head:-Klectronic Energy Conversion Corp. 

We believe that Electronic Energy Conversion will be the first company in 
the industry to provide a comprehensive group of products covering all phases 
of this field. We envision that electronic energy will play an important role 
in this field and could account for a substantial portion of the total sales vol- 
ume. 


ELECTRONICS CAPITAL CORP. AND SUBSIDIARY COMPANY 


Consolidated balance sheet Dec. 31, 1959 


ASSETS 
‘Current assets : 
Demand deposits in bank______----__.-___-_---- $34, 961 
Investment in U.S. Government securities— 
BE COGbW nc enien neice ciccateeectsancsedaeons 15, 374, 207 
Receivable for interest__._._._._._.___-____--_.------_ 125,.727 
Other receivables__...............-....-_.--.. 6, 337 
Prepaid’ Uxhenees. « .<.605 . nc asicscacnecsadwnne 2, 151 
Direct loan costs—amortizable within 1 year____ 1, 992 
Total current assets__..__.-_-------_-_-----_------_ $15, 545, 375 
Investments: Convertible, debenture bonds at cost_._________-__ 1, 030, 000 
Property and equipment : 
Office furnitiire....... ncn caenis tects ll $13, 968 
Leasehold improvements___.------.------_----- 3, 695 
(| Pe CR Sn ee Re SEE: MRP eS ne Eee 17, 663 
Less: Accumulated depreciation and amortiza- 
EE eer As eae sere, verge apne eet ae 1, 253 
16, 410 
Other assets : 
Organization expenses—net of amortization 
(NOtO 9B} sauce ccc cdnn nc cccescssnnndiciiighi 102, 534 
LP REE ae GD Aa BEES ty ee PP etree 425 
Direct loan costs—amortizable subsequent to 
So WPS ccc cia dpe incidtaeaaine eee anon 14, 782 117, 697 





ON sacs cats de ici thd tal macnn cb anita nn we eaiesigba chalga algoee 16, 709, 482 









144 


SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 


LIABILITIES AND SHAREHOLDERS’ EQUITY 


Current liabilities : 








Accounts payable and accrued expenses_________ $67, 144 
Taxes (other than taxes on income)_____ ndewi 6, 734 
ee: ON SOOO 7 ay : 67, 981 
i AEE a aa ee a $141, 859» 


Shareholders’ equity : 
Capital stock— 
Authorized, 2,500,000 shares par value of $1; 
Issued and outstanding, 1,837,389 shares__ $1, 887, 389 


OS Ta REET BORG Ge iS Sree aaa 14, 699, 115 
tse i ala ae ataains, Pall SO 31, 119 
Total shareholders’ equity______ BNE etchathin ete es eo 16, 567, 263: 
et cia a ear ec nce okoanaee 16, 709, 482 


Consolidated statement of earnings for the period of 6 months ended Dec. 13, 1959 





Income: 
ON SR Se Oa ee ee $371, 803 
Income—management fees and other________________ 15, 778 
I es a a SE ane ee ee $387, 581 
Expenses (Note A) : 
en nen ICI COONS enn $80, 673 
ceca mice eimmin mois 6, 505 
RIE 4 ER ne ht i i hin iemnsionn 15, 000 
Other salaries and wages___.......-..-.---.--._____ 39, 487 
Selling and outside expenses________--_---____.--_-_ 32, 120 
Directors’ fees and expenses______..------.--------- 3, 966 
Custodian and transfer agent fees._._._._____._.__-_--__--_- 14, 709 
Taxes (other than taxes on income) -_-__--_____-___~_- ; 6, 198 
Amortization of organization expenses______________-_ 2, 625 
Miscellaneous other expenses________-_______-_____~- 47, 196 
en. iid Seid cape riedewee a Jenioeincwed 248, 479: 
Net earnings before provision for income taxes_________-_ 139, 102 
I AE ee, eee Ee |e ee Ea 67, 962 


Net earnings for the period___.............-..-........ 71, 140> 
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Portifolio of investments—Dec. 31, 1959 






































| 
Commit- | Principal 
ments ? amount Cost Market ! 
| purchased 
CONVERTIBLE DEBENTURE BONDS 

Gerald A. Cain Co., Inc., 8%—12-15-65.- -| $400, 000 $50, 000 $50. 000 $50, 000 
‘General Electrodynamics Corp., 8%—11- “17-66. a 400, 000 200, 000 200, 000 200, 000 
Potter Instrument Co., oo «» 8%—10-16-09__ 1,000, 000 750, 000 750, 000 750, 000 
Vega Electronics 9 Gia 19-7 3. SES 300, 000 30, 000 30, 000 , 000 

Electronic Energy Conv ‘ersion Corp., 8%— 
SE ee aS Oe Pare ener os ey ae | RAEN Taidainucewninnanelédessidauaiwtrditeesbensdesese 
Total convertible debenture bonds- -__--- | 3, 350, 0 000 1, 039, 000 1, 030, 000 1, 030, 000 

U.S. COVERNMENT SECURITIES Falah } 
| 

ee TE CNR Se on ac nncpescecaniassecudsousuen 400, 000 399, 703 399, 703 
Cie. "OOenry NIE BSG. So 8 don ecco lccsenaunbueies 400, 000 399, 417 399, 417 
ie gO SS ee ee, eee eae 400, 000 398, 437 398, 437 
U.S. Treasury bills, 7- -15-60_ PES AN EE ATS 4, 850, 000 4, 720, 425 4, 720, 425 
U.S. Treasury tax anticipation bills, 3 ~22-60 ~--|-+------------ } 4, 500, 000 4, 456, 225 4, 456, 225 
U.S. Treasury notes, 444%—8-15-60.____._____- Dred anerks aie | 5, 000, 000 5, 000, 000 4, 964, 000 
E Total U.S. Government securities... -...|..--..----.---- 15, 550, 000 15, 374, 207 15, 338, 207 
Total portfolio of investments -_-_....--~-- beineretom |. 16,580, 000° $6 ,-404;207 * | 16,368; 207 











! Market values of the U.S. Treasury bills and U.S. Treasury tax anticipation bills were determined on 
the basis of the yield on Dec. 31, 1959, whereas the value of U.S. Treasury notes was based on the mean be- 
tween closing bid and asked prices on Dec. 31, 1959. The convertible debenture bonds listed have no quoted 
market value, and market values have been shown at cost value. 

2 The Corporation has firm commitments to purchase debentures and notes in the amount indicated on 
an incremental basis conditioned upon the performance and requirements of the issuers. 

? $150,000 of debentures, first increment purchased 1-15-60. 


Statement of consolidated surplus 





Paid in surplus: Balance at June 30, 1959, and Dec. 31, 1959____-_ $14, 699, 115 
4 
Earned surplus: 
Balance at June 30, 1959__----_---2-.-------_------_----- 3, 590 
Net earnings for the period of 6 months ended Dec. 31, 1959___ 71, 140 
Net loss on sale of Government bonds for the period of 6 months 
ended Dec. 31, 100@ssson saat tedden nee (48, 611) 
Balance at end of period_____------ eli eet POR LEE OM 31, 119 


Schedule of net realized gain (loss) on Government bonds 
for the period of 6 months ended Dec. 31, 1959 


Proceeds from sale of U.S. Government obligations.__..__.._...--- $17, 389, 316 
PE oo Se aoe ae eeeie nme f, NR Ey Coben arenes ae NS 17, 432, 927 

Net realized gain (loss) on investments__....----._------ (48, 611) 

Summary of assets based on fair market, Dec. 31, 1959 
Market 

Raia RE Kt. sm assis esta pamse a peaiaicesbaprpeanlas aliaemasse alae mate $16, 673, 482 
CRTTORE SER OR iso a cio ocean aac emnnteemanian 141, 859 

IE TN ii ccs saniceatsknsatias nse cloe cnt nates ance wtp agains ele 16, 531, 623 
Shares of capital stock outstanding_~--.--_.--------------------- 1, 837, 389 
Net assets per share_________i_----_--___- RELL ES Se arte $9. 00 


(Reference accompanying notes. ) 
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Net changes in portfolio of investments, for the period of 6 months ended Dec: 
31, 1959 
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| Par value Owned 
Dec. 31, 1959 
PURCHASES 
U.S. Government, obligations: 
Oe Bee OE a ee SSeS couks 955000000 t...2..--4.-6%- 
U.S. Treasury bills, Jan. 7, 1960_____--..--- teh trwekes tiincincke deen 400, 000 $400, 000 
U.S. Treasury bills, Jan. 14, 1960_____- ep iva eeAciapabusec ccsknee skbnn 400, 000 400, 000 
Xe Se eee eee aE 400, 000 400, 000 
eg ES ee a eee ne mer. 4, 850, 000 4, 850, 000 
U.S. Treasury certificate of indebtedness, 154 percent—Aug. 1, 1959------ eee 
U.S. Treasury tax anticipation bills, Mar. 22, 1960_..-.......-.---..--.-- 4, 500, 000 4, 500, 000 
U.S. Treasury notes, 434 percent—Aug. 15, 1960_.__---.....-.-----.------ 5, 000, 000 5, 000, 000 
Convertible debenture bonds: 
Gerald A. Cain Co., Inc., 8 percent—Dec. 15, 1965.-.-.-...---.-.-------- 50, 000 50, 000 
General Electrodynamics Corp., 8 percent—Nov. 17, 1966__------- jo cmiees 200, 000 200, 000 
Potter Instrument Co., Ine., 8 percent—Oct. 16, 1969. ._---.----..-.--- 750, 000 750, 000 
Vega Electronics Corp, 8 percent—Dec. 7, 1966__...-----------.---------- 30, 000 30, 000 
SALES 
U.S. Government obligations: 
aes eer Or ng. ccc ccc ccc ccc ede, actse cele Je Eee [=~ 5.2.55. 
Of Re OS eee ee eee anion 1, 000, 000 
EE ee eee i) eee 
U.S. Treasury certificate of indebtedness, 154 percent—Aug. 1, 1959------ 5, 000, 000 
Federal Home Loan Bank, 3.80 percent—Jan. 15, 1960 OOPS 5 PAT: 2, 000, 000 
Federal Home Loan Bank, 434 percent—Feb. 15, 1960_...-.-.------------ 2, 500, 000 |-.------- 
Federal National Mortgage Association notes, 414 percent—Mar. 10, 1960 950, 000 | ------ 
Federal National Mortgage Association notes, 354 percent—Aug. 23, 1960 5, 000, 000 | -. ‘ 
Federal International Credit Bank debenture, 4.45 percent—Apr. 4, 1960 | 3, 850, 000 





NOTES TO FINANCIAL STATEMENTS 
NOTE A 


On Dec. 29, 1959, a wholly owned subsidiary, Electronics Corporate Advisers, Inc., a 
Delaware corporation, was formed to provide corporate advice and company analysis for 
the corporation’s clients. 

Electronies Investment Management _ (E.I.M.C.), San Diego, Calif., is the technical, 
economic, and statistical consultant to Electronics Capital Corp. (E.C.C.). Charles E. 
Salik, San Diego, Calif., is president and chairman of the board of directors of E.C.C. and 
E.I.M.C. Charles E. Salik owns 15,556 shares of E.C.C. and owns 100 percent of the stock 
of B.I.M.C. Neil H. Jacoby, a director of E.C.C. is an economic consultant to E.1I.M.C. 

E.1.M.C. is reimbursed monthly in the sum of one-twelfth of 1 percent of that portion of 
E.C.C.’s total assets which does not exceed $15 million, one-sixteenth of 1 percent of that 
portion in excess of $15 million but does not exceed $25 million, and one twenty-fourth of 
1 percent of that portion of its total assets in excess of $25 million. 

xpenses for the period of 6 months ended Dec. 31, 1959, includes remuneration by the 
corporation to those who were affiliated persons within the meaning of the Investment 
Company Act of 1940 as follows: 


Electronics Investment Management Corp., controlled by a director—fees for 
ee SR a A Oe) EE SS ES aS Ee ee $80, 673 
Bernard Koteen, a director—fees for legal services in connection with the 
company’s investment in convertible debenture bonds of $7,500, and direc- a 
I Ie slat wri plea ineniorinen ey = 7, 700 
Richard T. Silberman, a director—officer’s salary, $15,000 (no director's 


ntti Reh IR Ritenae cuca ESS I Rin A py eT 15, 000 
Charles E. Salik, a director—President of the company has waived his salary 

for the first year of operation and all fees as a director_____-_--------- -- === -~ 
Other Ginectora—directors' fees. ee 2, 000 

i caaearen te eRe RENE RMSE pe menmen 105, 373 


NOTE B 


Organization expenses are being amortized over a period of 20 years on a straight line 
sis. 


EXHIBIT B 
ELECTRONICS CAPITAL CorP. 


PROPOSED BAD DEBTS REGULATIONS FOR SMALL BUSINESS INVESTMENT COMPANIES 


Small business investment companies may elect to use either the specific 
chargeoff method for deducting bad debts or the reserve method of deducting 
each year a reasonable addition to bad debts, 
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If the reserve method is used the amount that may be deducted by the taxpayer 
should be limited to the lesser of: (1) the taxable income for the year computed 
without the deduction for the addition to the reserve or (2) the amount by which 
18 percent of the total debentures and straight loans exceed the surplus, and 
undivided profits at the beginning of the taxable year. 


EXAMPLES 


(1) Total loans and debentures at close of year $2 million. Surplus and undi- 
vided profits at beginning of year $100,000, taxable income computed without 
allowance for bad debts for the year $250,000. The allowable deduction is com- 
puted as follows: 


Taxable income computed without allowance to addition to reserve... $250, 000 
18 percent of loans and debentures at end of year__.--_-___________ 360, 000 
Less surplus and undivided profits at beginning of year__..__..________ 150, 000 
Allowable deductions for reasonable addition to bad debt reserves___._ 210, 000 


(2) Total loans and debentures at close of year $8 million. Surplus and un- 
divided profits at beginning of year $200,000. Taxable income computed without 
allowance for bad debts for the year $300,000. The allowable deduction is com- 
puted as follows: 


Taxable income computed without allowance to addition to reserve___ $300, 000 
18 percent of loans and debentures at end of year_______-__-_--__-_-_- 1, 280, 000 
Less surplus and undivided profits at beginning of year______-________ 200, 000 

pS ee Se ame ee See eee Ree ea ae ea RE Sas, eae Ree EET, 1, 080, 000 
Allowable deduction for reasonable addition to bad debt reserves_-___- 300, 000 


MEMORANDUM SUBMITTED BY BERNARD KOTEEN, GENERAL COUNSEL OF 
ELECTRONICS CAPITAL CorP. 


EMPLOYEE RESTRICTIVE STocK OPTIONS FOR SMALL BUSINESS 
INVESTMENT COMPANIES 


INTRODUCTION 


Several of the statements presented to this committee, including that of 
Charles E. Salik, president of Electronics Capital Corp., have strongly urged 
adoption of an amendment to the Small Business Investment Act which would 
permit all small business investment companies to issue to their employees re- 
stricted stock options which comply with the provisions of section 421 of the 
Internal Revenue Code of 1954. Mr. Salik has pointed out that the restricted 
stock option incentive is of prime importance in order to attract and hold experi- 
enced, capable personnel to the management of SBIC’s, and thus to insure the 
orderly growth of the SBIC program. 

The Small Business Administration has recently proposed regulations which 
would permit issuance of stock options by those SBIC’s that are not also reg- 
istered investment companies under the Investment Company Act of 1940. Any 
SBIC, however, that proposes to offer its securities to the public or whose 
securities are beneficially owned by more than 100 persons, must register as an 
investment company under the 1940 act, and consequently is prohibited by sec- 
tions 18(d) and 23(a) of that act from issuing stock options to its employees, 

The effort to exempt SBIC’s from these provisions of the 1940 act has been 
publicly opposed by Mr. Edward N. Gadsby, Chairman of the Securities and 
Exchange Commission, who has stated that stock options are undesirable for 
investment companies, and has cited the study which led to their prohibition in 
1940 because of the insidious forms of abuse which could result from their use. 

As general counsel of Electronics Capital Corp., I wish to reply to Mr. Gadsby’s 
statements and to outline briefly the reasons why we believe that the use of 
employee restricted stock options by all small business investment companies, 
including those which are also registered investment companies, is both neces- 
sary and appropriate for the continued growth of the SBIC program. 
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A. THE NATURE OF THE OPTIONS 


Let me point out immediately that the stock options which we advocate are 
employee restricted stock options within the meaning of section 421 of the Inter- 
nal Revenue Code of 1954. These options, which are issuable only on carefully 
limited terms and conditions, are completely different from the unrestricted 
stock options which investment companies were prohibited from granting in 
1940. Employee restricted stock options were first adopted by Congress as 
section 220 of the Revenue Act of 1950, adding a new section 130A to the 1939 
Internal Revenue Code. The purpose of this provision was to give favorable 
tax treatment to qualified stock option plans and thereby to encourage their 
use “as incentive devices by corporations who wish to attract new management, 
to convert their officers into partners by giving them a stake in the business, to 
retain the services of executives who might otherwise leave, or to give their 
employees generally a more direct interest in the success of the corporation” 
(Report of Senate Committee on Finance, 8. Rept. 2375, 81st Cong., 2d sess., 
p. 59). 

An employee restricted stock option is defined’as an option given to an em- 
ployee in connection with his employment; and at an option price which is at 
at least 85 percent of the fair market value of the stock at the time the option 
is granted. It must not be transferable other than by inheritance and must be 
exercisable during his lifetime only by the employee receiving it. As originally 
conceived, a restricted stock option could not be given to an individual who 
owhed more than 10 percent of the total combined voting power of all classes 
of stock of the corporation. Finally, the option cannot be exercised unless it is 
first held for at least 2 years and the stock itself must be held at least 6 months 
after the option is exercised. If these conditions are met, the employee realizes 
no taxable income upon receiving or upon exercising the option. Moreover, if 
the option price was 95 percent or more of the fair market value of the stock 
when the option was granted, all of the income received on the sale of tbe stock 
is taxable to the employee at capital gains rates. When the employee sells 
stock acquired through exercise of an option granted at a price between 85 
and 95 percent of fair market value, the difference between the option price 
and the fair market value at the time the option was granted or when the stock 
was sold, whichever is lower, is ordinary income to him, and the balance of the 
gain, if any, is taxable at capital gains rates. 

Congress has retained and, indeed, has liberalized, these provisions through- 
out its subsequent revisions of the tax laws. In 1954, for example, the employee 
restricted stock option was included as section 421 of the new Internal Revenue 
Code, and was expanded to include variable price options, to preserve the 
benefits of the plan to an employee whose employer corporation changes its 
corporate form, to make the provisions of section 421 applicable to persons 
who own more than 10 percent of the employer’s stock at the time the option 
is granted so long as the option price is at least 110 percent of the fair market 
value of the stock at the time the option is granted, and to permit joint owner- 
ship of options under certain conditions without disadvantageous tax results. 
(On the other hand, any possibility of abuse of the options was further dimin- 
ished by the requirement that they be exercised within 10 years after they are 
granted.) The Technical Amendments Act of 1958 further modified these options 
to cover employees employed by a parent or subsidiary of a corporation which 
has granted the options. 


B. THE NEED FOR THE OPTIONS 


As the foregoing paragraphs demonstrate, Congress has carefully nurtured and 
eontinually liberalized the employee restricted stock option as a necessary in- 
ecentive for corporate executives. It is fair to say that by far the majority of 
today’s publicly held industrial corporations utilize the employee restricted stock 
option for these purposes. The need for such options is no less in small business 
investment companies. Whether the SBIC is specialized in a particular tech- 
nical area, as is Electronics Capital Corp., or invests in all types of small busi- 
nesses, it clearly needs to attract, encourage, and retain top-flight executive talent 
in order to provide the sophisticated financial and technical guidance which the 
small business concerns are seeking from it. Moreover, the availability of such 
stock options will provide an additional incentive to organize SBIC’s, both large 
publicly held companies and those of smaller size. 
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As Deputy Administrator Duncan H. Read pointed out in announcing SBA’s 
approval of stock options for SBIC’s, SBA believes that the right to grant options 
on the stock of a licensee will be beneficial to the program, particularly in the 
case of sinall companies where salaries must be kept at a minimum. We believe 
that this comment is particularly pertinent in light of Mr. Salik’s testimony last 
month before the Senate Select Committee on Small Business that in his view a 
minimum size small business investment company’s principal drawback was its 
inability to pay a sufficient salary to employ full-time qualified executives, which 
resulted in an unfortunate tendency to manage the smaller SBIC’s as side-door 
adjuncts to larger banking or financial operations. 

From our own experience, Electronics Capital Corp. can testify to the equal 
need of stock options to the larger SBIC’s. We have been extremely fortunate 
in attracting to the staff of the corporation a number of highly talented financial 
and technical experts with a broad range of experience in business and in the 
electronics industry in particular. While these executives are stimulated by 
the new horizons afforded by Electronics Capital Corp. and its concept of pro- 
viding sorely needed equity capital to small business concerns in the rapidly 
growing electronics industry, they will inevitably be presented with numerous 
opportunities from operating electronics concerns which, unlike Electronie¢s 
Capital Corp., can offer them a chance to participate in the capital growth of 
the industry and thus share substantially in its success through the deferred 
compensation method of employee restricted stock options. 

Accordingly, we believe that it is critical to the success of the small business 
investment company program that both the larger and the smaller SBIC’s be 
permitted to institute employee restricted stock option plans.’ 


C. THE PROPRIETY OF THE OPTIONS 


The basic difficulties in Chairman Gadsby’s argument against permitting 
SBIC’s to issue stock options are that first, he is referring to nonrestricted op- 
tions, Which may indeed have very real dangers, and secondly, that his comments 
are applicable to open end “widows and orphans” investment funds, but not to 
venture capital SBIC’s. We have shown that the options which we seek per- 
mission to issue are employee restricted stock options, which have been con- 
sistently encouraged by Congress under the tax laws as important and desirable 
incentives for corporate executives and employees, and which are subject to 
stringent safeguards to prevent their abuse. ‘Thus, no restricted stock option 
plan can be commenced without the consent of the stockholders. Moreover, re- 
stricted options can be issued only to employees, and only for reasons connected 
with their employment; their price must be at least 85 percent of fair market 
value when issued; and they are carefully circumscribed in other ways, such as 
the limitations on transferability and right to exercise. Employee restricted 
stock options originated in 1950, and were unknown when the Investment Com- 
pany Act of 1940 was adopted. In view of their carefully limited scope, and 
their acknowledged importance to the achievement of sound management, it is 
not unreasonable to believe that, even with respect to traditional investment 
companies, Congress might today permit such restricted options. 

But—and this is most important—an SBIC is not a traditional investment 
company. Indeed, as has been continually pointed out in this hearing, SBIC’s 
fall under the Investment Company Act almost by accident, and there is con- 
siderable discussion about exempting them completely from that act. Electronics 
Capital Corp., as Mr. Salik has stated, has no serious objection to continuing to 
operate under the Investment Company Act, despite a considerable amount of 


1 Brief reference should be made to the suggestion which has been advanced that the 
stock option problem for SBIC’s could be obviated by offering their employees stock options 
in the SBIC’s investment advisers. This suggestion is obviously impractical. In the 
first place, most SBIC’s do not have investment advisers. Where they do, the investment 
adviser is seldom simply an adjunct or subsidiary of the SBIC. Thus, Electronics Invest- 
ment Management Corp., the technical, statistical, and economic consultant to Electronics 
Capital Corp., is also the investment adviser to Electronics Investment Corp., an open end 
mutual fund. Since the employees of the SBIC are rendering services to the SBIC itself, 
it is manifestly inappropriate to require the investment adviser, which is seldom owned 
by the same stockholders as the SBIC, to compensate them, while the company which the 
SEC concedes is the real beneficiary of such incentives does not. On the other hand, since 
the efforts of the employees of the SBIC are directed toward the welfare of the company 
itself, it is difficult to see how options in a different company, the investment adviser, 
would fulfill the function of the stock option as an incentive to do their work for the SBIC. 
These are only a few of the difficulties in the suggestion that options in the stock of an 
investment adviser could be an effective substitute for employee restricted stock options 
in SBIC’s themselves. 
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duplication involved in reporting to and complying with regulations of both the 
SBA and the SEC. However, we believe that the SEC—and Congress—should 
recognize the anomalous position under this act of venture-capital SBIC’s which 
are expressly formed to provide equity capital to small business concerns, an 
investment area sufliciently hazardous to require the enactment of such un- 
precedented tax provisions as those which permit SBIC’s to treat their invest- 
ment losses as ordinary operating losses and thus to amortize them against any 


gains ,and permit SBIC’s stockholders to treat any losses they incur in the sale 
or exchange of such stock as ordinary rather than capital losses. 


Indeed, the SEC itself required Electronics Capital Corp. to print on the cover 
page of its offering prospectus that ‘‘these securities are offered as a speculation,” 
and insisted that throughout the prospectus the corporation emphasize the specu- 
lative nature of the enterprise and the fact that there is no supervision by any 
Federal authority of the corporation’s management or investment practices or 


policies. Not even the average industrial corporation, which is permitted to 
make full use of stock options, is required to include such statements in its 


offering circulars. These requirements make clear the difference between the 
venture-capital SBIC and the conservative open end and closed end funds for 
which the prohibitions against options were conceived. There is, we submit, no 
justification for applying the traditional investment company stock option pro- 
hibition to SBIC’s, whose shareholders Congress obviously considers to be in- 


volved in a more hazardous enterprise than are the shareholders of industrial 
concerns. 


The SBA has recognized the importance of stock options to the success of the 
small business investment program and has approved them for those SBIC’s 


over which it has exclusive jurisdiction. We believe that the same provisions 
should apply to the larger and publicly held SBIC’s which have an even greater 


need for such options. Such options will both encourage the formation and 
expansion of SBIC’s and help those companies attract, stimulate and retain the 
top-flight executives which are essential to the continued growth and success of 
the small business investment program. 

Mr. Green. Now, if I may first say something about Electronics 
Capital Corp. It is the first and largest of the publicly held small 
business investment companies. It has 1,800,000 shares of stock 
outstanding and a working capital of some $1614 million. 

Its stock has received considerable public acceptance. It was ini- 
tially offered at $10 a share and is now selling at a public market 
price of something over $20. 

During its 8 months of operation ECC has reviewed more than 450 
companies and has made commitments totaling some $4 million to 7 of 
these companies and is in negotiation with 20 more promising com- 
panies. 

We believe the Small Business Investment Act is an effective and 
valuable instrument for funneling equity capital into small business 
concerns. We feel SBA has done a splendid job in administering 
the statute and deserves the highest praise for its intelligence and 
farsightedness in administering the program. 

Similarly, we feel the SEC has been extremely cooperative in han- 
dling the many problems arising under the acts they administer. 

We have no objection to continuing to operate under both the Small 
Business Investment Act and the Investment Company Act of 1940. 
We feel they serve different but complementary purposes and are both 
important, particularly for a large investment company such as we 
are. 

We also feel that even if no amendments were now made to the 
Small Business Investment Act, our company could continue to 
operate effectively as a small business investment company. 

We do, however, have a number of suggestions which we feel would 
substantially enhance the operation of the program, both with respect 
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to our company and for other small business investment companies 
as well. 

The first recommendation ECC makes is for the creation of a 
Federal small business reserve bank. The formation of such a bank 
would in effect place the strength of the combined assets of all of 
the SBIC’s behind each individual SBIC. 

Mr. Salik first broached this concept when he testified last month 
before the Senate Select Committee on Small Business, and he was 
astounded to learn afterward that Representative Patman had been 
advocating the formation of such a bank for a number of years. Of 
course he was delighted at the foresight shown in that bill, because 
Electronics Capital Corp. arrived at this idea only as the result of its 
‘own operating experience. 

Mr. Salik feels that his concept of the bank is fully in accord with 
Representative Patman’s with some modifications which perhaps 
might make the plan more immediately feasible without interfering 
with the small business investment program as it now exists. 

The bank as he conceives it would have as stockholders each of the 
SBIC’s, which would voluntarily purchase ‘shares of the bank, in 
amounts up to 5 percent of their total assets. The board of gover- 
nors would be composed of representatives of the SBIC’s, of SBA, 
and of small businesses. The bank would raise funds by offering 
its bonds on the public securities market. 

The initial capital for the bank could come from both the $2714 
million which the Federal] Reserve banks have transferred back to the 
Treasury, in accordance with the repeal of section 13(b) of the Federal 
Reserve Act by the Small Business Investment Act, and from the 
$250 million provided for the SBA under section 202 of the Small 
Business Investment Act. 

The loans which the SBA is now authorized to make to small busi- 
ness investment companies would be made directly by the bank. 

The member SBIC’s could borrow additional funds from the bank, 
in accordance with sound reserve banking principles. The bank 
could provide a degree of liquidity to its members by discounting 
acceptable convertible debentures and long-term notes, and in addi- 
tion could lend SBIC’s funds within the statutory maxima. 

The bank would be generally responsible for establishing industry 
standards for SBIC’s and would act as a lender of last resort to all 
member SBIC’s. 

Mr. Salik’s plan differs slightly from that presented by Mr. Pat- 
man in these respects. The Federal small business reserve bank which 
Mr. Salik suggests would have no connection with the Federal Re- 
serve System. The Federal Reserve System has indicated its disincli- 
nation to be associated with the SBIC venture capital program which 
it apparently feels does not fit too well with its own conservative 
banking functions. 

The bank would lend money only to SBIC’s and not directly to 
small business concerns. We feel it would blur the function of the 
bank for small business concerns to go directly to the bank as well 
as to the member SBIC’s for funds. 

And finally, we feel that the insurance plan suggested by Mr. Pat- 
man is perhaps unnecessary. Our own experience has. shown that 
the bank and the SBIC’s as well should have no trouble in market- 
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ing their securities without Government insurance, and the system 
as a whole should be self-supporting. 

The second recommendation of our company is for a statutory tax 
deductible bad debt reserve for SBIC’s. 

Without such a reserve we feel it would be difficult for an SBIC 
to utilize fully its capital funds, as it must maintain a reasonable re- 
serve for possible losses due to the high risk inherent in this type 
of investment. 

ECC feels that a reserve equal to 18 percent of the total amount 
of its investments in small business concerns would be appropriate 
for an SBIC. 

Finally, ECC recommends very strongly that SBIC’s be permitted 
to grant employee restricted stock options to their operating personnel. 

We feel that an SBIC cannot be managed as a side-door adjunct to 
a larger banking or financial institution or as a part-time enterprise 
by businessmen interested in other affairs. 

An SBIC has two problems.. First, it must evaluate the needs of 
small business concerns, and secondly must provide those concerns 
with the financial, management and technical guidance that most 
smal] businesses desperately need. 

In order to do this the company has to attract to its staff top quality 
executives with broad business experience. It simply will not be 
able to compete successfully in the current market for executive 
talent, if it cannot offer an appropriate incentive and opportunity to 
grow with the SBIC. This of course is the precise function of the 
stock option. 

As you gentlemen know, at present the SBIC’s which are not also 
registered investment companies, under the Investment Company Act 
of 1940, may issue such options, the SBA having recognized their im- 
portance to the sound operation.of the SBIC program. 

We believe it is extremely important that the larger, publicly held 
SBIC’s which are also investment. companies under the 1940 act, like- 
wise be permitted to issue such options. 

The options we recommend are not general stock options, unre- 
stricted options, but are the specific employee restricted stock options 
which Congress has consistently endorsed in the Internal Revenue 
Code, providing for special tax treatment of these special stock op- 
tions under section 421 of the code. Congress recognized the necessity 
for these options to attract, to strmulate and to retain topflight execu- 
tive talent for industry. 

These options are carefully restricted in form and amount and at 
the same time provide the very necessary incentive to permit key 
employees to share in the growth of their companies, 

hese restricted stock options are permitted for all industrial cor- 
porations. They are prohibited to investment companies under the 
1940 act, under provisions which were adopted 10 years before re- 
stricted stock options were conceived and which were intended to 
prevent the abuses in the twenties and thirties of unrestricted general 
stock options in the hands of organizers of investment companies. 

In Mr. Koteen’s memorandum which I have submitted, he points 
out that. none of these objections are properly applicable to the em- 
ployee restricted stock option, which has a necessary and an honorable 
place in American corporate enterprise today. 
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We feel that the mechanics of making this change in the legislation 
would be very simple. All that would have to be done would be to 
exempt SBIC’s from sections 18(d) and 23(a) of the Investment Com- 
pany Act. of 1940, for those stock option plans which qualify as em- 
ployee restricted stock option plans under section 421 of the Internal 
Revenue Code. 

Now, finally, I would like to discuss briefly some of the specific 
provisions of the bill, S. 2611, which is under consideration. 

Electronics Capital Corp. is opposed to the change which would 
permit SBIC’s to provide equity capital to small business concerns in 
forms other than convertible debentures. We believe that that deben- 
ture is the best conceivable instrument for effectuating the purposes of 
the small business investment.company program, and that there are 
many dangers inherent in the use of other instruments which are sug- 
gested. 

First of all, from the viewpoint of the 'SBIC, the convertible deben- 
ture does not lock it to an investment but permits a certain amount 
of very necessary flexibility which a direct stock investment. would not 
permit. 

Moreover, the convertible debenture: prior to conversion provides 
the SBIC with income needed for day: to day operations. 

Conversely, from the point of view of the small: business concern 
the convertible debenture is a simple and easily understood instrument. 
It avoids the confusion that would: be inherent in presenting a small 
business concern with any one or possibly more of the infinite variety 
of sophisticated investment instruments which might confuse a con- 
cern and perhaps lead it to make commitments which it does not fully 
understand. e i. 

Also, the convertible debenture agreement provides the discipline 
necessary for the interrelationship between the SBIC and the small 
business concern. The traditional operating covenants of a debenture 
agreement make clear the relationship between lender and borrower, 
and insure that the SBIC will obtain appropriate protection. 

At the same time the small business concern is the major beneficiary 
of these conditions. The best way to insure that the small business 
concern is placed on a proper management basis, which small business 
concerns are generally lacking, is through the debenture agreement. 
This agreement sets out certain standards of operation, but at the 
same time it does not take over the management of the concern or 
interfere with the fundamental management prerogatives of the 
owners. 

We are concerned about the use of other instruments, such as de- 
bentures with detachable warrants. It must be remembered that 
under the convertible debenture method the SBIC must. pay for the 
equity which it acquires m the small business concern. When it 
chooses to convert, debentures, the smal] ‘business concern retains all 
of the funds which have been lent to it as payment for the stock. 

On the other hand, if the equity and loan aspects of the investment 
were permitted to be separated, this would have, we feel, some un- 
desirable results. 

First, it would permit the SBIC to obtain the equity interest in the 
small business concerns without ‘actually investing capital, since it 
would be repaid the full amount of its loan on the debentures them- 
selves. 
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Moreover, a speculative market in the warrants could spring up im- 
mediately, thus discounting the future of the small business concern 

Among other things, the existence of these warrants would go far 
toward ruining the public market for direct issuance of a smali 
business concern’s stock at some future time. 

In short, we feel that while the use of these other instruments might 
help the SBIC, it might well destroy the small business concern. 

We fully agree that the stock purchase provisions of section 
304(d) of ‘the Small Business Investment Act should be repealed. 
We feel they are unnecessary, cumbersome and burdensome to all 
concerned. 

Finally, we are opposed to the elimination of the provision that the: 
mney purpose of the SBIC’s is to provide equity capital to small 

usiness concerns. 

We recognize the need of small business concerns for long-term 
loans, but believe the real future for SBIC’s is as a source of equity 
capital, and not as high interest rate finance companies or factoring 


—— 

e believe that Congress properly construed and conceived the 
Small Business Investment. x t as a source of long-term venture: 
capital for small business concerns, and we believe that this goal can 
and will be achieved under the act. 

Mr. Parman. Thank you very; kindly, sir. You have given this a 
lot of thought and study, ‘a a the tesfimony you have given to us 
along with the statements, I know will be very helpful to us in ar- 
riving at conclusions. 

Mr. Green. Thank you, sir. 

Mr. Parman. Mr. Miller, do you have any questions ? 

Mr. Mircer. I would like to ask the same question that I asked of 
the previous witness. I advert to your testimony on stock options as 
having an “honorable place in ‘American corporate enterprise.” 

Would you expand on that a little bit, please ? 

Mr. Green. Yes, sir, I would. 

In the first place, we start with the premise that a smal] business- 
a company 

bales Eisbe speaking now generally. You say they have an 
‘senile ch place i in modern corporate operation.” I wonder if this 
is the case, and I wonder whether it is a desirable objective of cor- 
porate practice ? 

Mr. Green. Well, in the first place, of course, we feel Congress 
has so regarded it since 1950 when it first was introduced in the In- 
ternal Revenue Code and readopted in 1954 in the revision of the code, 
and it has been considerably expanded and liberalized in subsequent 
amendments, including the Technical Amendments Act of 1958. 

So it seems to be generally accepted as a desirable and necessary 
method of corporate compensation. And I believe properly so, be- 
cause the electronics field, for example, the one with which we are 
most familiar, is a rapid growth field, a field in which the electronics 
companies one day are small operation, working out of a garage, 
perhaps, and in no time at all they are suddenly vast multimillion- 
dollar concerns. Employees should have an opportunity to share in 
such phenomenal growth, to which their own efforts so greatly 
contribute. 
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Mr. Miniter. Does this mean that there is a difference between 
stock options for small companies, and, say, without invidious com- 
parisons, General Motors ? 

Mr. Green. I believe the device can be abused. But there are a 
great many built-in safeguards. The price of the stock options must 
be at least 85 percent of the fair market value of the stock at the time 
the options are issued. 

There are other limitations with regard to the transferability of the 
options, and with regard to the time when they can be exercised. 

It may be that more safeguards are necessary. But I think that 
that is the approach to be taken, namely, to see if there are abuses of 
the warrants. And if there are, to incorporate additional safeguards 
in the Internal Revenue Code to prevent these abuses. 

Because, obviously, the stock warrants are used primarily because 
of their tax advantages. In fact, it is a method of providing defer- 
red capital gains income. And to the extent that Congress wishes to 
eliminate or avoid any abuses of these options, it can do so very effi- 
ciently and effectively through appropriate modifications of the In- 
ternal Revenue Code. 

Mr. Miter. Of course, that was my question. Do you feel that 
they should be modified ? 

Mr. Green. Frankly, we do not use stock options, so do not have 
direct’ experience with them, but from our understanding of: steck 
options we don’t feel that in our particular situation there could be 
any abuse of them. 

We would need full stockholder approval to set up a stock option 
plan, and there would be these other limitations I referred to, which 
we believe would prevent any abuse. 

But on a more general basis as to the larger corporations, General 
Motors and so on, frankly, I don’t know. 

Mr. Miuter. My other question is, realizing the role of SBA, walk- 
ing this path between Sera and Charybdis, of liberality versus over- 
cautiousness, do you feel that its regulations at the present time, are 
going in the proper direction? Stimulating small business without 
giving too much of an opportunity to what has been described as 
the “fast buck boys” ¢ 

Mr. Green. Yes, we do, and that is why several of the comments 
that I have made here are directed ‘precisely to that point. That is 
why we feel the SBIC should be continued to be considered a venture 
capital company, one that shares the risks of the small business con- 
cern, and is not a vulture, a high interest rate or factoring company, 
which lends the concern money and bleeds it to death. 

Mr. Mitier. Then, do you feel that the regulations that SBA has 
in effect are either too restrictive or just about right, or not. restric- 
tive enough ? 

Mr. Green. We feel that they are just about right. Our operat- 
ing experience thus far has indicated very little difficulty in com- 
plying with any of them. We have been able to adopt our debenture 
agreements so that they conform completely with the SBA’s regula- 
tions, and our negotiations are not In any way hampered, except of 
course by this 2- to 5-percent purchase provision. 

Mr. Miter. Have you found the SBA to be cooperative as to your 
problems, in assisting you ? 
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Mr. Green. They have been extremely cooperative and helpful, 
consistent of course with their basic obligation, which is to protect 
and help the small business concern. 

Mr. Mituer. That qualification is somewhat stultifving. 

Mr. Green. No; I mean they do not lean over backward to give us 
anything we ask for. They are quite careful. As it is, we are both 
pulling in precisely the same direction. We have the same goals that 
SBA has; we want this program to be effective and workable. 

Mr. Mitier. But as an agency, they are very helpful ? 

Mr. Green. As an agency, they are extremely helpful. Mr. Salik 
says in all of his dealings with Government agencies he has never 
had a better experience. 

Mr. Parman. Mr. Bass. 

Mr. Bass. I have been interested in looking over your balance sheet 
here—of your company. Do you have any connection, or what con- 
nection, if any, do you have with the SBA ?¢ 

Mr. Green. I beg your pardon, sir? 

Mr. Bass. What connection does your company have with the SBA ? 

Mr. Green. Well, we are a small business investment company. 
Weare licensee No. 9 under the act, and the SBA has the authority to 
audit our books and records under their regulations. We submit 
reports to them on the new report form which is just coming out on 
a semiannual basis. 

We, of course, are operating within the restrictions in our SBA 
application for a license. We set forth in great detail how we would 
operate, what sort of conditions we would impose in our loans, how 
we would set up the company, and a complete plan of operations, 
and we are adhering to that. 

Mr. Bass. Am I correct in assuming that your capital has been 
raised entirely through the issue of common stock ? 

Mr. Green. Yes; that is absolutely right, sir. There is no Govern- 
ment money at all in our corporation. It is obtained entirely through 
private investment in our stock, which we feel is the major future 
source of all SBIC funds. 

Mr. Parman. If you will pardon this interruption, Mr. Bass. I 
notice the stock value has gone up from $10 to about $22 on the over- 
the-counter market. 

Mr. Bass. Yes, Mr. Chairman; I noted that. 

Then, in turn, you have used to date over a million dollars in the 
purchase of convertible debentures of five small business concerns ? 

Mr. Green. Yes; actually this statement was prepared several 
months ago. We have begun very cautiously and very slowly. We 
do not want to rush into any investments simply because we have this 
large sum of money, and we have been reviewing companies very 
carefully and are now accelerating our investments. 

Even in the past 214 months we have made a considerable number of 
additional investments. 

Mr. Bass. I gather that you are only interested in small concerns 
that are in the electronic business. 
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Mr. Green. Yes, sir. The reason for that is that Mr. Salik is also 
the president and chairman of the board of Electronics Investment 
Corp., which is a $30 million open-end mutual fund, and the other 
people associated with him, Mr. Silberman and others, are also experts 
in the electronic field, both technically and businesswise. They wanted 
this operation to be primarily in the electronic field, which they feel 
has a very great potential for capital appreciation. 

We did want to, and SBA was initially agreeable to our suggestion 
that we be permitted to invest a reasonable proportion of our funds 
in other small business concerns that needed capital. But the SEC 
felt that in order to use the word “electronics” in the name of the com- 
pany, we would have to draft a prospectus committing ourselves to 
make investments only in concerns which were either in the electronic 
industry or associated with it. 

Therefore we really do not have any choice, although we would like 
to be able to go into other concerns. 

Mr. bass. As I understand it, under the present provisions of the 
SBI Act, you can only invest in these small business concerns through 
the purchase of convertible debentures or by long-term loans. 

Mr. Green. That is right. 

Mr. Bass. And in your prepared statement you expressed the feel- 
ing that you wished this restriction to be retained in the law? 

Mr. Green. Yes; we do. 

I think I have given our reasons. We think that it is the perfect 
instrument for the purposes of the act and the abuses that some peo- 
ple have mentioned, the “fast buck” abuses, would be obviated to a 
much greater degree if we retained it. It is a simple, easily under- 
stood instrument, has its own built-in safeguards, the small business 
concern will get its money if the SBIC takes stock and converts, and 
there is no question of the smal] business concern making commit- 
ments which it doesn’t understand simply because of the vast array 
of sophisticated investment instruments that might be presented to it. 

We would like to keep convertible debentures even if the act is 
changed, but we may be forced, in order to meet competition, to pre- 
sent other instruments which small business concerns may feel are 
more desirable. We feel that would not be a good thing. 

Mr. Parman. Mr. Johnson. 

Mr. JouHnson. No questions. 

Mr. Parman,. Mr. Siler. 

Mr. Sirer. No questions. 

Mr. Parman. Thank you very much, sir. 

You may file, without objection, anything in connection with your 
testimony which you consider germane. 

Mr. Green. Thank you, sir. 

Mr. Parman. Our next witness will be Mr. George J. Miller, Jr. 

Mr. Miller is president of the Baltimore Business Investment Co., 
Baltimore, Md. 

Do you have a prepared statement, Mr. Miller? 

Mr. Georce Mitier. Yes, sir. 

Mr. Parman. You may proceed in any way that you desire. 

Mr. Grorce Miter. Thank you, Mr. Patman. 

527446011 
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Mr. Grorce Minter. My name is George J. Miller, Jr. I ama grad- 
uate engineer, practicing CPA, and attorney and president of a home- 
building company. 

Today I am here as president of Baltimore Business Investment Co., 
which was the 10th licensee under the Small Business Investment Act 
of 1958, and as a member of the board of governors and executive com- 
mittee of the National Association of Small Business Investment Com- 
panies (NASBIC). 

We are sincerely convinced that the SBI Act urgently needs sev- 
eral amendments to reflect the experience gleaned under the act and 
strengthen it to its important purpose—the car that’s backing up is 
not apt to win the race. 

We are just as firmly convinced that, after S. 2611 and Senator 
Sparkman’s recent suggestions on leverage, the single most important 
piece of legislation which the Congress could pass to improve opera- 
tions under the act would be a specific exemption for small business in- 
vestment companies from the 1940 Investment Company Act. 

H.R. 8096, introduced by a member of this committee, the Honorable 
Joe L. Evins, of Tennessee, contains an exactly similar amendment to 
the one which I suggested last summer in testimony before the Senate 
Select Committee on Small Business and the Senate Banking and Cur- 
rency Committee. Needless to say, we were pleased when Mr. Evins 
introduced his bill. 

Since then the interest in exemption from the 1940 act among 
licensed SBIC’s has increased manyfold. We suggest that section 7 
of Mr. Evins’ bill be added to S. 2611 in reporting that bill to the 
House. 

We heartily agree with Subcommittee No. 1 to the Select Commit- 
tee on Small Business which, in its February 8, 1960, report to the 
House, concluded— 
that there is strong argument for the suggestion that small business investment 
companies should be excluded completely from the Investment Company Act of 
1940. It is recognized that the Securities Act of 1933, with its disclosure man- 
date, is a necessary control over the investment companies. But, the Invest- 
ment Company Act of 1940 is essentially a regulatory act and it was not the 
original intent that it should apply to the type of equity financing in which these 
investment companies would be participating. In any event, the control the 
SBA exercises over the small business investment companies would seem to 
provide a more-than-adequate substitute for SEC regulation in protecting the 
public interest. 

There can be no reconciliation of this comment and the printed 
statement of the Honorable Edward N. Gadsby (dated February 23, 
1960) for presentation to the Senate Select Committee on Small 
Business, or for that matter with Mr. Gadsby’s printed statement for 
presentation before this subcommittee, which by the way I only had 
the opportunity to read this morning while waiting to testify, al- 
though I got a couple of excerpts yesterday by telephone. 

I propose therefore to comment further at the end of this prepared 
statement about Mr. Gadsby’s presentation here, I believe, on Wed- 
nesday. 

In fact, the only objection to a complete exemption from the 1940 
act for SBIC’s which I have heard has been raised by Mr. Gadsby 
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and other representatives of SEC, although I have discussed the 
problem with numerous people on both sides of the Congress and 
with personnel of licensed SBIC’s and SBA. 

Therefore I consider it appropriate to comment on Mr. Gadsby’s 
statement as apparently the only opposing view to section 7 of 
H.R. 8096. 

Mr. Gadsby’s statement contains many gratuitous assertions which 
appear remarkable in the light of fact and reason. 

He urges “against an exemption from the Investment Company 
Act, especially since no strong or compelling arguments have been 
advanced to warrant such a turning back of the clock.” 

It should be obvious that one cannot turn back a clock which was 
not even running when the Investment Company Act of 1940 was 
passed. 

In Mr. Gadsby’s own words: 

The Investment Company Act of 1940 provides for the registration and regu- 
lation of companies engaged primarily in the business of investing, reinvesting, 
holding, and trading in securities. 

It is precisely here that SBIC’s fail of coverage under the 1940 act. 
SBIC’s do not invest in securities—they invest in a business through 
the use of securities—quite a different thing. 

Not only money do they invest but also time, energy, and imagina- 
tion. Theirs not merely to speculate on the possible future of the 
instant business; theirs to enable the business to accomplish its great- 
est future; theirs to advise, to counsel, but above all to pattern and 
direct on the highest policy levels. 

In a 1940 act company there is a remoteness and impersonal status 
about their involvement in debt securities, which is contemplated and 
expected. However, the SBIC, which has been repeatedly referred 
to as a capital bank, has had its normal banking relationship and 
obligation to its clients embellished and enlarged by the specific re- 
quirements of the SBI Act of 1958 relating to the counseling and 
advising of small-business concerns about their management setups 
and problems. 

The two types of companies are at opposite poles—the one remote 
and highly impersonal, the other a partner in every sense of the word. 

No one would seriously content that a commercial bank is engaged 
principally in “investing in securities.” Yet they purchase as many 
notes as any SBIC ever will and they would be just as liable to control 
under the 1940 act, as any SBIC, were it not for a specific exclusion 
under section 3(c) (3) of that act. 

Why not. such an exclusion for a “capital bank” ? 

The 1940 definition of “securities” is so broad that, if a member of 
this committee chose to control his household expenditures by purchas- 
ing notes from the members of the household, he should “note the 
jurisdiction of the SEC,” because if the household gets big enough 
they will have jurisdiction. 

It is, of course, legislatively sound to broaden basic definitions so 
that final purpose may not be subverted by the manipulations and 
machinations of the connivers. But it is equally pertinent—even 
more so—that such a broad definition be limited by proper exclusions 
and that adequate continuing consideration be given to the adminis- 
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trative difficulties presented by the strict interpretation of such a 
broad definition. 

Let's explore what happened—Congress approaching an entirel 
new area does not attempt to resolve all possible conflicts with exist- 
ing legislation in their primary act. 

Prudence requires deep consideration as to what effect changes in 
existing legislation may have in areas not intended to be affected. 

Acting on the principle of expertise, Congress relied, as Mr. Lee 
Davis indicated this morning, on the SEC to determine whether spe- 
cific exemption would engender unwarranted repercussions—a flecting 
areas not sought to be reached. 

I submit that however attractive this concept may appear at first 
glance, it is an unfair burden on SEC. Charged with responsibilities 
affecting all securities issued in the United States including companies 
“investing” in them, the SEC is sked to remove themselevs by execu- 
tive act from an entirely new field. 

This gives rise to the obviously remote but definite possibility that 
some well-meaning or even witch-hunting individual or group may at 
some time in the future raise the question of profligate or imprudent 
action to the detriment of SEC's whole program. Duplication of 
effort as an altruistic motive may not be accepted as it should be. 

Congress is the agency to dispense with duplication. Congress has 
the easier, more direct facility—what is more, Congress has the man- 
date of the country—long since delivered and many times repeated. 

Ata time of budget deficits and budget cutting, how can Congress 
condone duplication of bureaucratic effort? 

At a time of increasing costs and concern about lag in productivity 
increase, how can Congress saddle the economy with one more ineffi- 
cient cost-increasing governmental restriction ? 

Indeed, how can Congress impose on their own creatures, their off- 
spring, duplicate burdens and restrictions, not in the period of their 
manhood or even their youth, but rather in the time of their infancy ? 

As a matter of fact, at a time when casual and dedicated observers 
alike are asking, what has slowed the tide of interest ; what has blocked 
the triumphant emergence of the new facility ? 

It is important to recognize that 1940 act companies are traders in 
a particular market—the securities market. On the other hand, the 
SBIC has no direct interest in market fluctuations—indeed, since the 
SBIC is restricted in its loans to small business concerns, there will 
be few, if any, of the securities, which the SBIC may secure by pur- 
chase or conversion, which would have any public market at all. 

Every loan to a small business concern made by our company, and 
to my best knowledge by any of the SBIC’s with which I am somewhat 
conversant, has been controlled by a loan agreement. This is cer- 
tainly not true in the case of 1940 act companies purchasing stock on 
the stock exchange. This is not an accidental difference—it goes to 
substance. 

You might say that the 1940 Investment Company Act was designed 
to regulate companies which naturally and spontaneously sprang into 
being to help enlarge and enhance the existing equity capital facilities 


of big business, while the Small Business Investment Act of 1958 was 
found necessary to initiate equity capital facilities for small business. 

There is no similarity or connection between the two, except in 
ambiguous nomenclature. In fact, I agree with Mr. Wendell B. 


—— 








—_ -— m=. 


-_— * a A 


a hla ~ ano ar ae a a ~ 


— \ 


[7 set ab ee 


rns 1 hlhUr/~ 











SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 161 


Barnes, former Administrator of SBA, who said on June 22, 1959, 
before the Senate Banking and Currency Committee, “I think if 
these companies had not been called investment companies, the ques- 
tion would never have arisen,” referring of course to the question of 
coverage under the 1940 act. 

Mr. Gadiy is, In his own words, admirably “sympathetic to the 
needs of small business and as I [Mr. Gadsby] have already pointed 
out, we [SEC] have taken action in aid of these needs.” 

If SEC is allowed to continue to regulate SBIC’s under the aegis 
of the 1940 act, it may ultimately be able to render to small business 
the corporal work of mercy of burying the dead. 

Mr. Gadsby, in his statement, goes on to say : 

In any event, if there is a specific provision of the Investment Company Act 
which the Congress believes should not be applicable to the small business in- 
vestinent company, an exemption limited to that area might be provided as was 
done in the original Small Business Investment Act. A limited area of difficulty, 
if one exists, should not be employed as a means of completely freeing these 
companies from regulations necessary in the interest of investors and the public. 


I submit that spokesmen for the SBIC program, whether speaking 
for it as a group under the auspices of NASBIC or individually have 
never requested or suggested that SBICs be “freed from regulation.” 
They have depended in the interest of the small business community 
and the belabored taxpayers that they be relieved of duplicate regula- 
tion. As to Mr. Gadsby’s advocacy of piecemeal exemption, is it not 
clearly better to include under the SBI Act of 1958 any necessary 
controls of SBIC’s which may have been provided in the 1940 act and 
not inthe 1958 SBI Act ? 

In that connection I will comment a little bit later about Mr. 
Gadsby’s reasons why the 1940 act is pertinent to the SBIC program, 
and show that he has not mentioned anything that is not already 
covered in the 1958 Small Business Investment Act. 

Indeed, SBA, the regulator appointed directly by Congress, has 
already adopted SEC rules and regulations where SBA thought 
them to be appropriate and proper. There is never any need for 
direct duplication of regulation facilities, with its attendant addi- 
tional expense to Government and regulated concern alike, and SBA 
already has greater control over ultimate policies of SBIC’s than 
SEC has ever had over investment companies registered under the 
1940 act. 

It is also important to note that SBA is acquiring and already has 
personnel capable of the type of regulation in which SEC personnel 
have been trained. Indeed, SBA has already secured the services of 
many former employees of SEC who, of course, have been trained in 
SEC’s methods and procedures. 

Mr. Gadsby shows proper interest in the elimination of “duplica- 
tive efforts” in allowing regulated SBIC’s to file the same report with 
both of the agencies who are regulating them. Tlowever, I ask the 
committee which phase of reporting is apt to be the more time-con- 
suming or disruptive—the filing of a report or the discussion and 
correspondence which ensues? In fact, the composition of a report, 
albeit in standard form, is primarily determined by the person or 
agency for whom the report is prepared and T predict that reports of 
SBIC’s will be no different from any other human report and will, 
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therefore, vary considerably as personnel changes. It seems uncon- 
scionable to build in a dual variation. 

Anent duplication, Mr. Gadsby further states: 

Here, again, the SEC is anxious to avoid possible duplication of effort on the 
part of these companies, but on the other hand, feels that the data contained 
in such reports should be available to the public in the places where the public 
has become accustomed to look for it, and that the data ought to be reviewed 
by an agency whose approach is oriented to the protection of investors. 

Considering that the SBIC is an entirely new entity, cannot the 
public become accustomed to look to the SBA for data about these 
companies? Further, are we to understand that only the SEC is 
capable of orientation to “the protection of investors” even in the face 
of a pointed directive of the Congress to SBA to become so oriented ? 
If this is so, I strongly suggest that the SEC supplement the regula- 
tory activities of the Comptroller of the Currency with respect to our 
national banks. 

There is, of course, direct conflict between SBA and SEC on the 
advisability of allowing restricted stock options—conflict between 
the agency charged with getting the job done and the agency which 
continues to talk about a “capital bank” as if it were the latest thing 
in the investment company field—like a toothpaste which just came 
out with GL-71— conflict tween the agency which has amended its 
regulations to allow a new private business to attract capable person- 
nel in a wholly acceptable and businesslike way and the agency whose 
spokesman said 2 days ago before this committee, “I might add that 

e unavailability of stock options has not impeded the investment 
company industry as a whole.” Somebody at SEC should be made to 
study the SBIC program with a view toward understanding its basic 
economic cause and stop “going by words.” No matter how long 
Oregon calls an apple an orange, they will never get any juice business 
away from California. 

Mr. Gadsby also mentioned to this committee that— 
the existence of options, restricted or not, may impede the company in its efforts 
to raise additional capital on reasonable terms particularly where there are no 
statutory limitations on the amount of stock which may be subject to the option. 

I cannot think of a way better designed to impede the acquisition 
of new capital or the very continuance of the business than regulation 
precluding the procurement of adequate managers. How long do you 
think responsible people will work without adequate compensation ? 

However, if stock options should “impede the company in its efforts 
to raise additional capital,” is this not one of the business decisions 
any business is required to make ? 

Mr. Gadsby goes on: 

If the need for indirect compensation through the option device is imperative, 
I would point out that there is no prohibition in the Investment Company 
Act of 1940 against the issuance of stock options by a management or invest- 
ment advisory firm in cases where by contract such a farm supervises the in- 
vestment company operations. 

Are we being advised that besides dealing with unnecessary dupli- 
cation, we should use devious means to accomplish acceptable ends 
or does not the SEC really understand that the operations of a prop- 
erly organized and operated SBIC will not be supervised by a man- 
agement or investment advisory firm like a 1940 act company might 
be. SBIC’s are not sidelines or part-time investment clubs—they 
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are banking facilities—do our national banks use management or in- 
vestment advisory firms to supervise their lending operations? The 
SBIC’s job is markedly more difficult—it must not only consider 
the financial and collateral aspects of a loan—it must make an en- 
gineering and management analysis and prognostication. 

A commercial bank is faced with a 90-day maturity on a fully 
secured basis—a 1940 act company is confronted with the need for 
careful watching of daily market activity to avoid radical and fatal 
fluctuations—an SBIC is married for 5 years or more without ade- 
quate security for better or for worse, for richer or for poorer. 

Finally, Mr. Gadsby makes the point that the 1940 act is not some- 
thing to get so all fired up about because there are not many SBIC’s 
registered under the act. May not this very lack of registrations be 
significant? As I mentioned earlier, our own company has only one 
reason for not having made a million dollar offering, as it indicated 
it would do in its proposal—and that reason is SEC’s interpretation 
of the 1940 act. 

Consider for a moment Senator Sparkman’s testimony of March 9: 

The testimony stands unchallenged that the usual minimum economic size for 

an independent SBIC is between $1 and $5 million of lendable funds. 
How are such large amounts ordinarily to be raised under the act, 
as it now stands, except through offerings requiring registration under 
the 1940 act? If the Senator is right, and I believe he is, then regis- 
tration under the 1940 act is holding up other companies besides our 
own or there will be many more registrations forthcoming soon. In 
either case, the present small number of registrants is no indication 
of the effects of the act. Even if the impingement were small, such 
an argument is of little consequence in evaluating legislation—such 
evaluation should be objective. 

There is never any need for direct duplication of regulatory facil- 
ities. 

And now to comment a little bit more directly on Mr. Gadsby’s 
testimony here on Wednesday, Mr. Chairman. On page 2 of his 
printed statement, he says: 


The Investment Company Act of 1940 provides for registration and regulation 
of companies engaged primarily in the business of investing, reinvesting, holding 
and trading in securities— 


the same thing he said before the Senate— 


the general objectives of this statute are to secure honest and unbiased manage- 
ment of the investors’ funds; to give securityholders a voice in the investment 
company and particularly in the selection of management; to assure adequate 
and feasible capital structures; to obtain fairness in all transactions involving 
affiliated persons and the investment company; and to provide shareholders with 
informative periodic financial reports. 


I submit that all of these things are being done by SBA. To be 
more specific about it, I will go now to page 8, where Mr. Gadsby, 
himself, becomes more specific : 

* * * the act requires— 
he says— 
among other things, recitals of investment policies of these companies; prohibits 


them from changing the nature of their business or their investment policies 
without the approval of their stockholders— 
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These policies are required to be in the company’s proposal, which 
must be approved by SBA, and I am sure we were not the only com- 
pany that had to review our proposal with SBA at considerable length 
and had to make adjustments because of difference of opinion of ad- 
ministrative personnel, so that if anybody thinks that a proposal is 
made up and filed, they should check the procedures at SBA and then 
find that they are very carefully gone into and considered. 

And, No.2, Mr. Gadsby says: 

The act prohibits them from changing the nature of their business or their 
investment policies without the approval of their stockholders. 

This is the only area in which the Small Business Investment. Act 
of 1958 varies from Mr. Gadsby’s summation of the 1940 act, and here, 
instead of getting the approval of the stockholders, the act requires 
that the company get the approval of SBA. 

And, without trying to butter up SBA, if they do not know more 
about the program and what is right for the stockholders than the 
stockholders, themselves, then, we should replace the key personnel. 

3. Lays down minimum standards with respect. to the composition 
of the board of directors of such companies. The act and SBA do 
this. 

4. That requires management. contracts and advisory contracts to 
be submitted to security holders for their approval. 

Now management and advisory contracts are not required under 
the Small Business Administration Act of 1958 to be submitted to se- 
curity holders for their approval. I also said earlier there was only 
one, this is another variation—if this is considered to be an important 
requirement, then it could very well be included in an amendment to 
the Small Business Investment Act of 1958. 

Speaking for our own company, it will not be a problem because 
we will not have management or advisory contracts that would have 
to be varied or submitted to securityholders. We will have a company 
which will be run by permanent, full-time, capable, well-screened, 
well-educated and trained personnel. 

5. Prohibits transactions involving such companies and their of- 
ficers, directors and affiliates. 

In this area, the 1958 Small Business Investment Act requires that 
where a director, an officer, or a 10 percent stockholder proposes a 
loan from his own company, that such a loan must be reviewed by 
SBA and approved as being proper under the circumstances. 

The reason that transactions were prohibited here, if you think a 
moment about it, in the 1940 act was for an entirely different. pur- 
pose. We, by the way, do not disagree with SBA’s right or obligation 
to review these transactions, but in the 1940 act they were not in the 
business of making loans, they were in the business, these invest- 
ment companies, of purchasing securities on the open market, and 
the loans were quite incidental, if anything, to their business and 
probably, in most instances, whenever they came up, could have been 
considered at least to some slight extent, contrary to the best interests 
of the investment company. This is an entirely different situation, a 
different breed of cat, as the man says. 
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On page 3 of Mr. Gadsby’s printed statement, he says: 
On the other hand, however, the same report— 


and he is speaking about a report of the Subcommittee No. 1 of the 
House Select Committee on Small Business— 

the same report recommended that consideration be given to a complete exemp- 
tion from the Investment Company Act of 1940 for small business investment 
companies, 

At present there are over 70 licensed small business investment companies, 
of which only 14 are registered under the Investment Company Act. Of these, 
five have made public offerings—parenthetically I may add that there is an 
error in the statement which we filed. It should be six instead of five and 
another is preparing to do so. 

This is the part that I mentioned in my prepared statement about 
the few, and he goes on to say this is not a big problem, anyway and 
I have already had my say on that. 

On page 9, at the bottom, he says : 

But, more importantly, regulation in terms of the standards prescribed by 
the Small Business Investment Act does not have as its trust the protection 
of investors. 

When someone says this, I wonder whether he has read the act 
prescinding from the regulations. 

On page 10 he says: 

The Small Business Administration, from the very nature of its primary 
functions, cannot be expected to have or develop the expertise needed for this 
type of regulation for the protection of investors. 

I just categorically disagree. If SEC could do that I do not know 
why some other agency could not do it, also, and if they are cooperat- 
ing, as I believe they are, very closely with SBA, and I know that 
they have discussed the problems of personnel and I know that per- 
sonnel has been transferred from SEC to SBA, there is no reason 
why they cannot be expected to develop for the protection of in- 
vestors. 

Futher, he says: 

We are convinced that there is no sound reason for excepting small business 
investment companies from the provisions of the Investment Company Act 
since these companies are essentially no different from many investment com- 
panies which have registered and are operating under that act. 

As I said in my prepared statement, somebody at SEC should be 
made to study the SBIC program to understand its moving cause. 

In the way of a general comment, by reading the 1940 act thought- 
fully and logically, anyone can tell that had SBIC’s existed when the 
1940 act was passed, SBIC’s would have been specifically exempted 
under section 3(c)(8). This section is fairly short, or at least the 
principal part of it, that we are concerned with and reads: 

Any bank or insurance company, any savings and loan association, build- 
ing and loan association, cooperative bank, homestead association, or similar 
institution or any receiver, conservator, liquidator— 
and so forth. That is section 3(c) (8) which the Honorable Joe L. 
Evins wants to have amended to ete the words “small business in- 
vestment company” but sections 3(c), 5, and 6 say “any person sub- 
stantially all of whose business is confined to making small loans, in- 
dustrial banking or similar businesses.” 
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Further, and this is the questionable area, “and who is primarily 
engaged in one or more of the following businesses,” and then they 
list about three which I will not burden the committee with the word- 
ing of, but with some tenuous concern with the terminology here, most 
SBIC’s could fit within one of those businesses. 

In any circumstance, it is obvious that the drafters of the act took 
cognizance of the existence of financial institutions around the coun- 
try at the time that the act was passed, and they picked out the ones 
that they would not seek to reach, the ones where the abuses had not 
obtained, and excluded them from the act. 

If the SBIC had existed, it would have been recognized as a par- 
ticular kind of financial institution, a capital bank type. 

I would like to comment on some of the statements of the imme- 
diately preceding witness, Mr. Green, of Electronics Capital Corp. 
He said he had no objection to regulation of SBIC’s by SEC. I de- 
sire to point out that Mr. Green is apparently speaking subjectively 
rather than objectively about the act. Electronics Capital Corp. is 
the only SBIC of its size in the country. Their problems are essen- 
tially dissimilar from those of the vast majority of other companies. 
They are also operating their company more like an investment com- 
pany, under a management contract, instead of like the capital bank 
which the framers of the act contemplated. 

As he said, himself, they were already running an open end mutual 
fund before the SBIC program came about, and we all know the 
adage about “old dogs and new tricks.” The normal way that any- 
body, including myself or any of the gentlemen of the committee, 
would approach the thing is to continue the pattern that they found 
successful in the past, with the necessary adaptations to new circum- 
stances. 

Another thing that is different in their case from that of the nor- 
mal small business investment company is that they are working with 
their applicants wherever possible on public offerings which open 
possibilities of drawing considerable profits from the public investor 
and properly so. 

Thank you, Mr. Chairman. 

Mr. Parman. Thank you very much. 

We appreciate your testimony. We also appreciate your comments 
on testimony of other witnesses. 

Mr. Burke, do you have any questions? 

Mr. Burke. No questions. 

Mr. Parman. Mr. Bass? 

Mr. Bass. No questions. 

Mr. Parman. Mr. Miller? . 

Mr. Minter. Mr. Miller, you were in the room at the time Mr. 
Davis testified; and Mr. Green. Do you recall the questions I asked 
of them ? 

Mr. Grorce Miter. Yes, sir. 

Mr. Mixer. Just generally and very briefly, you have not spoken 
about SBA to any degree. Do you regard that they have cooperated 
with you in your efforts to get a charter for your organization? 

Mr. Grorce Mritrr. I think they have tried to the best of their 
ability to cooperate and I think they have done an acceptable job 
within the limitations of normal administrative problems and pro- 
cedures. I think that if it continued to take as long as it took us, that 
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this would be wrong, but I think they are improving on their handling 
of the program from a timing point of view, and I think the delays 
were to have been expected. 

Mr. Mitter. And recognizing this conflict between liberality and 
being overconservative, do you believe they are following a correct 
course with regard to regulations? 

Mr. Grorcr Miter. No, I think that they have been somewhat 
tedious in their interpretations of the act and this is why I do not 
think that the committee need concern itself about removal of SEC 
from the program. They have gone out of their way in legal inter- 
pretations of the act to limit rather than to expand, to hold back, 
rather than to push forward. I think this is a large reason why the 
program has not gone faster than it has. 

For example, on 303(b) money, that is the long-term loans which 
SBIC’s are allowed to secure from the Government, they have deter- 
mined that these must be secured by an interplay of several sections of 
the act which escapes me. We have written to them about this, a 
group of SBICs and received a reply in writing, and the reasoning 
to me is quite tenuous. Nevertheless, it errs on the conservative side. 
I certainly am not in favor of them flipping completely over to the 
other side. I think it is much better to err on the conservative side 
than on the profligate side, if I may use that word. 

Mr. Minxer. I would like to ask, Is the general philosophy behind 
stock options in general? Do you believe this is a desirable way to 
operate a corporation, with options? 

Mr. Grorce Mitzer. Yes, sir, I do. And in contradistinction to Mr. 
Greene who feels that the main purpose of stock options is a tax 
advantage, though it is an advantage, we feel the main purpose is to 
compensate on the basis of accomplishment, and while I know that 
yours isa general question, I must at this time direct it a little bit to the 
SBIC program because it points up the necessity, very dramatically, 
I believe; namely, that in a company which a little arithmetic wil! 
show cannot afford adequate personnel originally, there must be some 
deferred compensation plan advanced, and thus it seems to me to be 
the most obvious and most well-established plan. Does that answer 
your question ? 

Mr. Minter. Do you care to comment on the observation that we 
find employees and those on social security falling further and fur- 
ther behind, while corporate officers seem to advance their own for- 
tunes by means of options and other devices? Is this good ? 

Mr. Grorcr Mitier. I am sure, Mr. Miller, that there can be and 
are and have been abuses in the area, and I think that where abuses 
pop up they should be controlled. I have no question about that. As 
far as people on fixed income falling behind, I think this is the in- 
flationary situation and I think, in the last several years, the country 
has done an admirable job in holding the line, when there were tre- 
mendous inflationary forces afoot. 

IT do not think it goes to the question of stock options, for ex- 
ample, the reason they have gotten so out of hand is of course the 
confiscatory tax structure we have. If there were some ameliora- 
tion of the high rate taxes I think you would find some of these over- 
developed salaries, if you will, gradually, not quickly, it will be a 
sticky business, but gradually recede. 
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Mr. Mitier. Mr. Chairman, if the witness would have any other 
suggestion regarding the improvement of regulations, might he enter 
those in the record ? 

Mr. Parman. Without objection you may file anything in connec- 
tion with your testimony that you believe will be germane and helpful 
to the consideration of this bill. 

Mr. Grorcr Mirier. Thank you. 

(The following data submitted by Mr. Miller is inserted in the 
record at this point :) 

Marcu 15, 1960. 
Hon. WRIGHT PATMAN, 
Chairman, Subcommittee No. 8, 


House Banking and Currency Committee, 
Washnigton, D.C. 


My Dear Mr. PatMan: With your kind permission, I would appreciate the 
addition of the following at the end of my testimony before Subcommittee No. 
3 on March 11, 1960. 

At the time of my testimony before the committee, I was not conscious of the 
fact that SBA had already proposed an amendment to regulation 107,308-7 
setting up eight requirements with respect to management and advisory con- 
tracts, including approval “of a majority of the outstanding voting securities of 
the licensee prior to such contract becoming effective.” This then reduces the 
differences between Mr. Gadsby’s “protection of investors” in the 1940 act and 
the operation of the 1958 Investment Act under the SBA to the following: 

(1) Under the 1940 act a change in the nature of the company’s business 
or investment policy must be approved by the stockholders ; 

Under the 1958 act it must be approved by SBA. 

(2) Under the 1940 act transactions between companies and their officers 
and directors are prohibited ; 

Under the 1958 act such transactions must receive the approval of SBA. 

This latter item presents the legislative anomaly that registration under the 
1940 act automatically repeals a provision which Congress, in passing the Small 
Business Investment Act of 1958, considered appropriate in the circumstances; 
and which I might add, as one actively engaged in the operation of a minimum 
SBIC, I consider vitally necessary for the program—at least with respect to the 
SBIC with minimum capital in its first several years of operation. 

In accordance with Congressman Miller’s request that I be allowed to enter 
on the record any other suggestions I might have with respect to the regulations, 
I am taking the liberty of setting out substantially all my answers of November 
19, 1959, to the request of Mr. Summerfield B. Pearson, regional director of the 
Small Business Investment Division for our comments on the SBIC program. 

“As I indicated to you in our personal meeting, I believe that the SBIC pro- 
gram needs both legislative and administrative assistance. In the legislative 
area, we are most interested in the following items in the order presented and 
for the reasons given : 

(1) The administration bill, which was passed at the last session: It will give 
much greater flexibility in the equity area. It is sorely needed. 

(2) Specific exemption for SBIC’s from the 1940 Investment Act: Duplica- 
tion of regulation by separate Government agencies can never be defended. We 
presently feel precluded from a public offering since we desire to avoid any 
question of SEC regulation of our operations. (We do not, of course, object to 
SEC regulation under the 19338 act.) 

(3) Subchapter S should be made available to equity borrowers of SBIC’s: 
We consider this a legislative oversight in the 1958 congressional session and see 
no reason to allow the error to remain uncorrected any longer. 

(4) A secondary market for SBIC paper molded along the lines of FNMA 
in the mortgage finance area: A Government agency should be established to 
purchase SBIC portfolio securities on some recourse basis. Said agency should 
have the power to issue its own securities to the public, as FNMA does, and 
participating SBIC’s should be required to purchase some securities of the 
agency whenever selling any paper to it. Present leverage is completely inade- 
quate to enable the program to move along expeditiously (from an administra- 
tive cost point of view) or provide funds to really small businesses, or to provide 
them attractively enough to any businesses. 

















SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 169 


(5) Relief to SBIC’s from the “ifs” and “buts” of the IRS regulation about 
section 531, unreasonable accumulation of surplus: There is no logical reason 
why properly operating SBIC’s should have to check the language of the regula- 
tion before they can accumulate surplus. If abuse should develop, it may be 
handled specifically in the future. We do not believe abuse will develop with the 
audit procedures of SBA militating against it. 

The administrative changes desired by us are in the area of policies to help 
leverage while Congress is deciding to act. SBA should reverse its position (at 
least temporarily) on both the requirement for collateral with respect to section 
308(b) money, and participation under section 7a of the Small Business Act. 
We do not believe that the language of the acts require the policies adopted by 
the Administration and we feel that in the formative period interpretation should 
be as broad as possible to encourage rapid growth and dissemination. In the 
light of the careful scrutiny to which licensees are subject and the audit program 
which will review their activity, we do not feel that such policy reversais would 
be imprudent. However, if losses should develop due to the revision, we believe 
that they would represent money well spent to get the program off to a “running 
start.” In any program as new and ambitious as the SBIC program the approach 
should go further than “calculated risk”—it should consider “calculated loss,” 
i.e., the minimum acceptable loss which can be justified on a promotional cost 
basis. 

Further, I am listing our position with respect to certain possible changes in 
the SBIC program on which we were questioned by Senator Sparkman: 

(1) Weare in favor of a tax deductible loss reserve. 

(2) We are in favor of participations by SBIC’s under section 7 of SBA Act. 

(3) We favor the proposed amendment to section 304 as set out in 8S. 2611. 

(4) We favor specific permission to collateralize, where possible convertible 
debentures. 

(5) We favor the increase of the present statutory ratio under section 303 (b) 
from 50 percent of paid-in capital and surplus to at least 100 percent. 

(6) We favor the removal of the SBA requirement that specific collateral be 
pledged on section 303(b) loans, at least for the present so that some leverage 
may be developed for the program, our reasoning having been set out above in 
answer to Mr. Pearson’s request. 

(7) We favor permission to grant restricted stock options to key personnel. 

Since the above positions were taken, Senator Sparkman and Senator Prox- 
mire have advanced their suggestions with respect to section 302(a) and 303(b) 
money. The improvement in leverage which the proposed amendment would 
produce would, in our opinion, make other changes in the act less significant 
and less necessary. 

If Senator Sparkman’s proposal is enacted substantially as presented and 
S. 2611 is enacted without other amendments, then the only other pieces of 
legislation which I would consider important or appropriate at this time would 
be (1) specific exemption for SBIC’s under the 1940 Investment Act, (2) cor- 
rection of the subchapter S “error”, and (8) some provision for tax deductible 
loss reserve. 

I would consider the secondary market provision ultimately important for the 
program, particularly since it presents a way of disengaging Federal funds from 
what should be essentially private enterprise. However, if Senator Sparkman’s 
proposal is adopted, it would not be urgent at this time. 

It is still my strong personal conviction that exemption from the 1940 In- 
vestment Company Act is imperative. If the SBIC program is not properly 
oriented during its infancy, the self-perpetuating bureaucratic principle will 
probably militate against any proper orientation in the future. 

Sincerely, 
GEORGE J. MILLER, Jr. 

Mr. Patman. Mr. Johnson. 


Mr. Jounson. This stock option question intrigues me. T take it 
this is the single biggest factor in your reaction to SE C regulations or 
dol exaggerate ? 

Mr. Grorce Minirr. You exaggerate in my case. You may be 
perfectly right in the case of 90 ‘percent of the SBIC’s. The single 
largest factor in my particular concern with this, with the SEC 
situation, is the so-called, and I think the word is poorly chosen, self- 
dealing of the Small Business Investment Act of 1958. 
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A priori, considering the matter ahead of time, and having experi- 
enced how many people—and remember, we were licensed last May— 
how many people are going to come off the street in the early stages 
of this act, with good responsible loans, I am convinced that in the 
early periods, and not necessarily in the later periods, but in the early 
periods of the act, officers and directors and 10 percent stockholders— 
we have no 10 percent stockholders in our company by the way—but 
those people are the ones who will have to promote the financing 
program for small business, they will have to find the small businesses 
and convince them that it is all right to sell convertible debentures 
and so forth. It is a tremendous educational program, and necessarily 
in that area the people most intimately interested in and associated 
with the program will be the ones who will be bringing in the com- 
panies to * helped. 

You go out of this committee room and go down the street and ask 
the first 10 people you meet about the Small Business Investment 
Act of 1958, and just check the reaction. Nobody knows about it. 

Mr. Jounson. I would grant that quickly. But in other words, 

our concern here is that this is a different kind of company. You 
ave testified on that point. 

But let me come back to the stock option question. You have indi- 
cated this is a kind of deferred compensation and that deferred com- 
pensation is necessary in a promotion period because the earnings 
will be slow, and will arrive later. Do you feel that there should be 
no limit on stock options, or would you suggest that there should be 
carefully drawn regulations, or other means to be used as limits? 
Would you suggest some actual limits and if so, what they are. 

Mr. Georce Mirzer. I think, in answer to the first part of your 
question there should be carefully drawn regulations. 

I am not at this time in a position to make a suggestion. I am 
not cavalier about those things and I have not had enough time to get 
into it. 

Mr. Jounson. Let me ask you a specific question, would you think 
that it is proper to issue to officers a stock option at a purchase price 
below the par price paid by other investors ? 

Mr. Georcr Miuuer. No, I do not, offhand, that is an offhand com- 
ment. 

Mr. Jonnson. You would insist that at least the stock option should 
require the buyer to purchase at the original par issued price? 

Mr. Georce Miter. As far as the basic philosophy or approach 
to this thing, my position would be this: That the increase in value, 
or the profit gained from the use of stock option for the individual 
profit should come from the progress of the business, not from the 
stockholder’s investment. 

Mr. Jounson. Unless we are to abandon the whole purpose of the 
Securities Act which was to protect investors, it seems we ought to at 
least show the same concern for the investor in the SBIC as we show 
anywhere else. 

Mr. Greorce Miuter. No question. 

Mr. Jounson. Therefore, we should do that. 

Mr. Georce Miter. I will give you odds that SBA willdoit. They 
keep, or will keep it under control. 
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Mr. Jomnson. I did want to get this in the record because I would 
not want the record to stand without showing some concern for the 
investor’s interest. 

Mr. GrorGe Miter. I think SBA will not let this program get out 
of hand. 

Mr. Jonnson. That is all. 

Mr. Parman. Thank you. 

You may be excused. 

I notice that Mr. Dougherty, former General Counsel of the Recon- 
struction Finance Corporation is present in the hearing room today. 
I believe Mr. Davis said he was also with the Reconstruction Finance 
Corporation in Tennessee. 

In my book, that was one of the greatest agencies this country ever 
had. 

Mr. Doucnerty. Thank you very much. 

Mr. Parman. I feel that something must be done to provide a better 
market for municipal bonds, and I include in that bonds of States, 
counties, cities, and political subdivisions. In the past few years 
interest rates have been going higher and higher on tax exempt 
municipal bonds, which are just as good as taxable Federal bonds. 
That just does not make sense tome. And the only reason is that there 
is no dependable market for these municipal bonds. I well remember 
when the RFC went into that market and bailed out the great State 
of Arkansas, one of the first ones, and then other States and counties 
and cities were, helped. And the RFC not only did not lose any 
money, but made hundreds of millions of dollars for the Treasury of 
the United States. This RFC operation permitted people to vote 
bonds, to build schoolhouses and roads, and meet other essential needs. 
They had a ready market for their bonds at low rate of interest and 
the Federal Government actually made money in furnishing this much 
needed assistance. 

I have a feeling that we should reestablish something like that in 
the interest of the public. Since the Small Business Administration is 
the only remaining successor to the RFC, it is possible that it should 
be considered for that purpose. I do not know, but I think we should 
give it consideration. 

Mr. Vanik. On that point, Mr. Chairman, I want to point out that 
a number of the members of the Banking and Currency Committee 
have introduced the Mass Transportation Finance Act, which is 
designed to take over some of the old functions of RFC relating 
to providing loans for the development of urban transportation sys- 
tems. I see today where the President has recommended to the Con- 
gress the enactment of a program for a rapid transit system for the 
District of Columbia which would cost about $285 million. 

In our act we asked for a revolving fund of $500 million which would 
provide local communities and city governments with the right to 
come in and apply for a loan to develop rapid transportation systems. 

In Cleveland we have established a rapid transit system with RFC 
loans. It was one of the last RFC loans granted in the early fifties. 
That loan has since been transferred to some private holders, but I 
want to report that on that $30 million loan we have paid off about $7 
million right on schedule. The rapid transit system is not working 
as well as we had hoped because it is not a complete system. We 
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need, Mr. Chairman, something like this mass rapid transportation 
financing bill, and I hope that the Banking and Currency Committee 
or one of its subcommittees will be designated to hold hearings on the 
bill before this session of Congress adjourns. 

Mr. Parman. Speaking about loans being repaid there is a small 
steel plant in my district today, the Lone Star Steel Co., because of 
a large loan that was made by the Reconstruction Finance Corpora- 
tion. We have the ore. We tried to get money from the banks, and 
we wound up with a bank in New Jersey, in a directors room, and 
the directors were mostly connected with the big steel companies and 
we did not have a very good chance of getting the Joan. 

We went back, and the RFC people suggested we try the insurance 
companies, and Dallas is an insurance center. We went to Dallas and 
we got the insurance companies interested and they agreed to under- 
write a substantial part of it, and we wound up in another building in 
New York and the directors around there represented the same big 
steel companies and we did not have a very good chance there. 

So then we went to the RFC and we finally got this loan, which is 
one of the biggest loans made by RFC for industrial purposes, about 
$86 million, in all, both loans, and today that plant has paid that obli- 
gation down to about $40 million. They have $50 million of operat- 
ing capital; so they could pay it off entirely and still have $10 million 
left. That just goes to show one of the things that happened with the 
RFC loans, and we never would have gotten it any other way. It is 
giving employment to 4,500 people, and they are paid the same wage 
that is prid in Pittsburgh, Chicago, Birmingham, and elsewhere. It 
is really something that has helped out the Southwest and I shall 
always feel grateful to the RFC for not only that one, but many other 
projects. ' ; 

I am not trying to advocate something—neither are you, Mr. 
Vanik—to intefere with the operations of private enterprise and 
private business—they come first—but whenever they fail to perform, 
wherever it is impossible for them to carry the thing through, as it 
often is, there should be some agency that can carry through in the 
public interest. 

Mr. Vantk. It is certainly time for us to review the history of RFC. 

Mr. Parman. I took the liberty of fixing 2:30 this afternoon as 
the time for Senator Proxmire to appear, and that will probably 
close our hearings. We will ask permission to sit while the House 
is in session. If, for any reason, it is denied, we will meet Monday 
morning. But I have reason to believe it will be all right to meet this 
afternoon at 2:30 and with the approval and cooperation of you 
gentlemen, we will stand in recess until 2: 30. 

(The committee recessed at 11:35 to reconvene at 2:30 p.m.) 


AFTERNOON SESSION 


Mr. Patman. The committee will come to order. 
Senator Proxmire, we are very glad to see you. Suppose you 
identify yourself and the gentleman accompanying you. 
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STATEMENT OF HON. WILLIAM PROXMIRE, A U.S. SENATOR FROM 
THE STATE OF WISCONSIN, ACCOMPANIED BY REGINALD W. 
BARNES, OF THE SENATE BANKING AND CURRENCY COMMITTEE 


Senator Proxmire. My name is Senator William Proxmire of Wis- 
consin, and I have with me Reginald Barnes of the Senate Banking 
and Currency Committee. 

Mr. Parman. Senator, you may proceed in any way that you choose. 

Senator Proxmire. Thank you, Mr. Chairman. 

Mr. Chairman, I appreciate the opportunity to testify before your 
committee on S. 2611. As chairman of the Subcommittee on Small 
Business of the Senate Committee on Banking and Currency, it was 
my privilege to sponsor this bill in the subcommittee, the full com- 
mittee and on the floor of the Senate. 

Our committee last year held hearings on June 22, 29, and 30, and 
July 1, 7,20, 21, and 22. A great part of these hearings was devoted 
to an examination of the progress, or lack of progress, under the Small 
Business Investment Act of 1958. 

During the course of these hearings the subcommittee heard tes- 
timony from witnesses representing 11 companies, either already li- 
censed or which had applications for licenses pending. 

In addition, the subcommittee received communications from per- 
sons representing 18 additional companies. It also received other 
testimony, including that of officials of the Small Business 
Administration. 

At the outset I should like to express my keen disappointment, 
which I know is shared by the chairman of this subcommittee and 
other members, at the lack of progress under the act. 

[ am particularly disappointed, because it was during the hearings 
at which I presided when former Administrator Barnes of the SBA 
testified emphatically, in his estimation, that there would be 200 small 
business investment companies chartered last year. 

As a matter of fact, I recall he started off by saying 300, and then 
said he would be conservative and said there were 200. There were 
only 62 firms chartered in1959—79 to date. 

He also indicated his belief that there was room for a thousand 
or more of such concerns. At the present rate, this will take many, 
many years to accomplish. 

Some of you, particularly the chairman of this subcommittee who 
has advocated programs of this type for many years, must feel an 
even greater sense of disappointment. 

The temptation under these circumstances, for those of us who feel 
keenly about the need for a successful program in this field, is very 
great to make radical revisions in the concept of the program and in 
the extent of Government participation. 

However, on the other hand, I think we would all agree that this 
is essentially an experimental program, that Government monies are 
or will be invested to a considerable extent under the present law, and 
that if we were to revise the program greatly, the result might be 
a setback rather than the impetus which we all desire so much. 

It was in this spirit that my subcommittee, the full committee and 
the Senate last year passed a bil) which we believe will give encour- 
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agement to the formation and greater flexibility in the operation of 
small business investment companies and yet not so radically change 
the rules in the middle of the game as to upset the slight progress 
which has so far been achieved. None of us want to lose what we have 
already accomplished, however small. 

I therefore appear before you in support of the bill which I spon- 
sored. Before outlining what our bill does, I should like to mention 
some of things it does not do, and give reasons why some suggestions 
for changes were not approved. 

Although the Committee on Banking and Currency has jurisdiction 
over the Investment Company Act of 1940, we thought it was pre- 
mature to recommend amendments to that act wholly exempting small 
business investment companies, pending development of the SBIC 
program and the operation of the companies over a greater period of 
time. 

We did receive considerable testimony to the effect that the Invest- 
ment Company Act of 1940 was a substantial deterrent to the pro- 
gram. We also received testimony to the effect that companies making 
large public offerings should comply with the act, for the protection 
of public stockholders. 

We did not approve a proposal for SBA regular business loan 
participation with SBIC’s, in spite of the urgings of some witnesses. 
It was the original viewpoint of the sponsors of this legislation in the 
Senate that the SBIC program should be administered entirely sepa- 
rately from the regular business lending program of the SBA. 

We felt that the SBIC program was designed to fill a gap in the 
financing needs of small business which was distinct from the need 
which the SBA regular business lending program helps to fill. The 
SBIC’s were to be, and are, essentially priv ate enterprises dealing 
directly with small business companies. So far as equity capital and 
long-term loans are concerned, SBA should not deal directly with the 
smal] business company. 

If we mix the concept and the program of short-term lending by 
SBA with the concept and program of long-term lending and equity 
financing by SBIC’s, we will have great diffic vulty in distinguishing 
the extent of Government assistance which is necessary in either field. 
It will be difficult to judge the extent to which small business invest- 
ment companies are likely to be bailed out by SBA participations, 

If we hope that eventually these may become wholly private in- 
stitutions without the necessity of any Government assistance, the 

roblem of determining when this can occur will be made difficult by 
BIC reliance upon SBA participations. 

SBA regular business loans, participations and otherwise, ought 
to be confined to ordinary business lending. SBIC’s should be con- 
fined, as much as possible, to the gap in equity-type financing, which 
no insti‘utions now fill. 

We did not approve the proposal for restricted stock options for 
key employees of SBIC’s. My personal view on this problem is that 
this is a much abused privilege by corporate executives, often working 
to the disadvantage of stockholders without inside positions and to 
the disadvantage of our revenue system. Therefore, I am reluctant to 
see the privilege extended. 

Furthermore, I think that in the case of SBIC’s there is another 
factor operating against the practice, and that there are already 
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special tax benefits and access to the use of some Government capital. 

I think the present regulation permitting restricted stock options 
only in those companies which are very closely held goes as far as is 
justifiable, at least at this time. 

I would also like to lend my support to the suggestion—and at this 
point I am going beyond my own bill—made before this committee 
by Senator John Sparkman that there be an increase in the Govern- 
ment contribution to the leverage of the SBIC’s by (1) increasing the 
maximum amount of subordinated debentures SBA purchases in an 
SBIC from $150,000 to $1 million, on the same basis as now; that is, 
matching the private funds dollar for dollar; and (2) increasing 
the section 303 loans SBA may make from 50 percent of the company’s 
capital to 100 percent. If these changes in the law were made it 
seems to me that there would be a rea] chance to stimulate the growth 
of this whole program. 

I might say that this represents a departure from my previous 
thinking on this matter. I feel so strongly that the program must 
move and move as rapidly as possible, and also in the practical incen- 
tive provided by leverage, that I think this proposal of Senator 
lt is extremely important, and I am happy to give it my full 
and enthusiastic support. 

Of course, I recognize that Congress intended for SBIC’s to be 
organized and operated primarily with private capital, the Gov- 
ernment providing only minimum capital assistance and certain taxa- 
tion and regulation advantages to attract private investment. I 
feel sure that once we get this program rolling, it will operate virtu- 
ally without Government funds. 

Turning now to S. 2611, I should like to call special attention to 
that provision of our bill which deals with the bank holding com- 
pany problem because, I am informed, that this is a matter which 
concerns this subcommittee. 

I have an interest in the problem as a Senator from Wisconsin, be- 
cause two bank holding companies in my State have formed small 
business investment companies. I should not like to see these and 
other companies penalized after having stepped into this field at the 
invitation of the Small Business Investment Act of 1958, only to be 
forced out by an amendment to the act in 1960. 

In 1958 we could have taken a position that bank holding companies 
should not participate in the program in any way, shape or manner, 
and while this would be an arguable position, it also would be con- 
sistent. 

However, we did not do this. Instead, bank holding companies 
were permitted, under the Bank Holding Company Act, to organize 
and invest in small business investment companies. 

We permitted banks in general to organize and invest in them, but 
we did not permit banks which are subsidiaries of bank holding com- 
panies to do so. 

In my State, for example, the First Wisconsin Bank Shares Corp., 
a holding company, has organized the First Wisconsin Investment 
Corp., an SBIC. In order to provide more capital for the purposes 
with which we all agree, First Wisconsin Bank Shares might desire 
that some or all of its subsidiary banks invest in the First Wisconsin 
Investment Corp., and they might desire to do so. 
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Under the law as it stands now, they cannot do so, nor can any of 
these subsidiary banks organize an SBIC of their own. Thus, the 
benefits of this program are denied, at least in part, to areas of my 
State which are served as bank subsidiaries of bank holding com- 
panies. 

Aside from correcting the anomaly of permitting bank holding 
companies to invest in SBIC’s, and not permitting bank subsidiaries 
to do so, I think our amendment is in accord with the intent of both 
the Holding Company Act and the SBI Act. 

The purpose of the Holding Company Act, insofar as its divestment 
provisions were concerned, was to require bank holding companies to 
get out of nonbanking businesses. The SBI Act, however, expressly 
provided for bank investment in SBIC’s, thereby expressing the view 
that this was a legitimate banking function. 

As to any possible dangers, I think they are adequately protected 
against by the regulatory powers of the Federal Reserve Board, 
under the Bank Holding Company Act, and of the Small Business 
Administration, under the Small] Business Investment. Act. 

The Federal Reserve Board has expressly told the Senate Com- 
mittee on Banking and Currency that it will reconsider this matter 
in the future “if the authority conferred by the proposed amendment 
should be utilized by bank holding companies to acquire interests 
in nonbanking enterprises in a manner contrary to the purposes of 
the Holding Company Act.” 

Furthermore, I am informed the SBA will not issue licenses to pro- 
posed small business investment companies if the purpose of the 
companies is to gain control of small business concerns. 

This is certainly in keeping with the intent of the act, and I think 
we can rely upon the SBA to prevent SBIC’s from being used to ob- 
tain control of small businesses. 

I now turn to other principal provisions of our bill which I urge 
this committee to approve. 

Section 6 would rewrite section 304 of the act to eliminate the 
restriction in the act that equity capital can be furnished a small 
business concern by an SBIC only through the medium of convertible 


debentures. og 
The amendment would also eliminate the following statutory re- 


strictions: ae 

1. The statement that it is the primary purpose of an SBIC to 
furnish equity capital to small businesses. This places long-term loans 
and equity lending on an equal footing. 

2. The callable provision whereby the borrower could recall any 
debentures issued by it upon 3 months’ notice. | ; 

3. The provision that an SBIC may require a small business con- 
cern to refinance any or all of its outstanding indebtedness so that the 
SBIC would be the only holder of any evidence of indebtedness of 
the company. ' 

4. The requirement that the small business concern shall agree that 
it will not incur any additional indebtedness without first securing 
the approval of the SBIC. alto. 

5. The requirement that when equity capital is furnished to a small 
business concern such concern will purchase from 2 to 5 percent of 
such amount of stock in the SBIC. 
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Instead of these statutory restrictions, SBA is authorized to issue 
regulations with respect to the terms of these securities. This amend- 
ment is designed to give more flexibility to the forms of securities and 
the terms governing their issue. 

There are other minor provisions of S. 2611 which I shall not go 
into. 

I urge this committee to approve S. 2611. And I go beyond that 
to ask you to amend my own bill as I have indicated above to provide 
the leverage which alone can put flesh on this SBIC skeleton. By pro- 
viding lever ‘age—the same incentive principle that has encouraged 
the formation of banks and permitted them to operate by loaning their 
customers deposits—we will enable this program to get moving off 
dead center. Without this, the SBIC program will continue to limp 
along—an academic theory instead of a living, growing, practical 
reality. 

Mr. Parman. Thank you very much Senator. And you may file 
anything that you have in connection with your statement that you 
believe germane. 

Senator Proxmire. Thank you. 

Mr. Parman. We will certainly carefully consider every suggestion 
you have made. We were especially anxious to have your testimony. 

Mr. Miller, would you like to ask some questions ? 

Mr. Miiurr. I am very gratified that Senator Proxmire has taken 
the time to come here to testify before this subcommittee, and I know 
his testimony is going to be very useful to our subcommittee in our 
deliberations. 

Senator Proxmire, in the hearings that were held on your side, was 
there any indication that the regulations of the SBA had lessened the 
time between the application and approval, or is it about the same, 
or what? Is the situation improving or deteriorating with respect 
to the regulations of SBA? 

Senator Proxmire. At the time of our hearings I don’t recall any 
specific testimony on that. 

I am informed that is the understanding of Mr. Barnes that the 
program had been improving somewhat since the program had begun; 
that some of the kinks had been ironed out. 

We were so disappointed in the very small number of firms that 
had been started that we concentrated most of our attention on this, 
trying to find out why and what we could do about it, although I 
think, Mr. Miller, that you suggest an area that is certainly well worth 
investigating. 

Mr. Miturr. The reason is that I have found that the SBA officials 
at least in the regional offices have been very, very willing and anxious 
to assist applicants, but that apparently the redtape and the require- 
ments in order to qualify have seriously inhibited the success of those 
applicants, some of them just giving up 1n despair. 

I don’t know whether there was any evidence that that was true 
in the hearings before the Senate. 

Senator Proxmire. As I recall the number of applicants which had 
withdrawn was very small. 

They were limited to a handful, perhaps less than a dozen. In 
fact, perhaps, I think it was less than that. I am not sure of the 
precise number. 
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The number who had applied was just as disappointing as the num- 
ber whose applications had been approved. 

It may well be that the SBA has held up applications far too long. 
We don't have any evidence, however, that this was a significant rea- 
son for the failure to license more than the number they have licensed. 

Mr. Miter. Also, from my own conversations with SBA officials, 
and in other testimony, we are torn between the liberality which might 
encourage the “fast buck” boys, on the one hand, and too strict ap- 
plication of regulations which might inhibit the formation of these 
small business investment companies on the other. 

We are trying to steer a course between excessive liberality and ex- 
cessive caution, and it seems to be a very difficult one. Do you have 
any observations on this point ? 

Senator Proxmire. Well, I think that the two principal proposals 
I have made, one, the obvious proposal that the convertible debenture 
was too limited an instrumentality, that they should be allowed to use 
long-term loans, common stock, preferred stock, convertible preferred, 
anything that the SBA would find protected the investor and was 
attractive to the small business concern and the SBIC. I think that 
that is something that should help a great deal. 

Secondly, the proposal which Senator Sparkman championed, that 
is, that you provide real investment leverage as an incentive. 

After all, people are going to start SBIC’s if they can make money 
by and large. There will be some pro bono publico but we would ex- 
pect that most of them would be started to make profits, and you don’t 
make profits in the financial business unless you have somebody else’s 
money to loan, unless you have either access to a bank, or depositors, 
or someone to whom you can loan at a slightly higher interest rate 
than you pay. 

That is why I feel very strongly that Senator Sparkman’s proposal 
makes so much sense, that instead of just having 50 percent of capital 
and surplus, that the SBA can now loan, that you make it 100 percent, 
and that the SBA loan limit be increased from $150,000 to $1 million. 

Of course, there are proposals to make it far more than that, but I 
think this would be at least a good beginning, and in the right 
direction. 

I don’t think this would permit the “fast buck” boys to make a fast. 
buck. I think that is a very proper caution that you suggest, Mr. 
Miller, but I think that the way to prevent that is by preventing any 
tax advantages. 

I feel very strongly on tax advantages. I think that the stock 
option abuse has been one that. we should be cutting back rather than 
expanding, and I think that that is the kind of thing that we should 
try to avoid. 

But I do think that these two major changes, of greater flexibility 
in the security instrumentalities being used, and also the leverage fac- 
tor, would go a long way toward pepping up and improving this 
program. 

Mr. Miter. On this stock option matter, almost every one of the 
witnesses who appeared before this subcommittee has urged that we 
permit stock options. When we get right down to it, they say, “Well, 
large corporations are doing this and the Internal Revenue Service is 
encouraging the practice, with some restrictions. So why can’t this 
extend to the small business investment field ?” 
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Would you say that this is something that has to be cured by general 
legislation ¢ 

Senator Proxmire. Yes; I think it is my understanding that this 
is one of the aspects of our taxation system which is being explored 
by the Ways and Means Committee. I presume that they have post- 
poned, for this year, any substantial action in this field, but I think 
it might be a mistake for us to attempt to extend a suspect area of tax 
advantage in view of the prospective, I hope, real action that we can 
hope for from the Ways and Means Committee and later from the 
Senate. 

Mr. Mirtrr. I certainly couldn’t agree with you more. 

As Congressman Johnson and I pointed out this morning, it is a 
disservice to the investor and stockholder, but even more generally it 
is a disservice to the employees who have to stagger along with inade- 
quate social security while they watch officers of the corporations mak- 
ing off with fat options extending into the future. 

Senator Proxmire. It is so easy to pierce the veil. After all, the 
reason these people are getting a stock option is because they are per- 
forming a service, not because they are making an investment or tak- 
ingarisk. Asa matter of fact, often the risk is not there at all. 

They are not providing capital. What they are doing is being re- 
warded for services rendered in a way that will enable them to evade 
the law and enable them to pay a capital gains tax, which as we all 
know is 25 percent maximum, instead of a much higher tax on what 
they are earning. 

Mr. Mitier. Thank you, Mr. Chairman. 

Mr. Parman. Mr. Johnson. 

Mr. Jounson. I appreciate the testimony you have given us, Sena- 
tor. You discussed essentially how to attract more capital into this 
operation, through changing security types and through enlarging 
SBA’s right to make loans. 

But pursuing this stick option question a step further, we have had 
testimony which seems to suggest that there is some need for a device 
to attract competent management. The argument has been that 
liberalization at this point is the device needed to attract. and hold 
competent management. 

I would be very pleased if you would take a minute or two to discuss 
with us other ways by which the SBIC’s could attract and hold com- 
petent management so that they would have another answer to this 
question of the stock option. 

Senator Proxmire. Well, I think the way you attract and hold com- 
petent management by and large, especially in the kind of institution 
that an SBIC would become is to establish it so that it can be profitable, 
and the management of it would tend to be the people who at least 
have some kind of an investment or some kind of profit participation 
opportunity. 

And I think this leverage principle is the way to do that, so that 
they will be in a position to borrow money from the SBA and make a 
profit on that money, and so that, as soon as possible, they will be in 
a position, once they get going and get established, have an earnings 
record, reputation and so forth, to borrow from a bank, and reloan 
that money at a higher rate or invest that money at a higher rate. 
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I think this is the way to attract management, rather than to provide 
a gimmick that gives them an extraordinary gain and gives them a 
special tax advantage. 

Mr. Jounson. Well, do you see a risk to the future of SBIC’s if we 
open the doors to the kind of abuses which all but killed off investment 
companies 25 or 28 years ago? These companies, as I recall, were in 
terrible condition. 

Senator Proxmire. I think that is true, and in the event this 
should be opened up, and then, within a few years, the Congress 
should have another viewpoint, another attitude toward stock options, 
it might be that you would pull the plug on this device which had 
been the way that you had attracted some more talent into the field, 
and it would tend to undermine it. 

It is kind of an unstable privilege, because it is the kind of privilege 
that I think is inequitable, unjust, and is not going to endure, as long 
as the people in Congress recognize injustice and are willing to 
fight it. 

I think the point that you make on the analogy with what has hap- 
pened in the past is very appropriate. 

Mr. Jounson. I take it that your fear is that if we were to grant 
the request now for whatever reason, our successors, or we ourselves 
a few years hence, might find it desirable in the public interest to 
withdraw the privilege; so that we would have done more harm than 
good. Then it would have been better not to have granted the privi- 
lege in the first place. 

Senator Proxmire. I think that is correct. 

Mr. Jounson. I have no further questions, Mr. Chairman. 

Mr. Parman. Mr. Miller. 

Mr. Mitter. I did have one more question. 

Senator Proxmire, I didn’t recall in your regular testimony any 
discussion of the application of SEC to SBIC’s, and we have had 
very sharply varying testimony before this subcommittee. 

Senator Proxmire. The Securities and Exchange Commission un- 
der the Investment Act ? 

Mr. Muuer. Yes, under the Investment Act of 1940. Mr. Gadsby 
has testified that he sees no objection to the application of the Invest- 
ment Act of 1940. We have had several other witnesses who have dis- 
agreed with him very, very sharply. Do you have any opinions on 
that ? 

Senator Proxmire. Yes. In my testimony, I say—I did skip over 
it rather quickly—I support the Gadsby position. I feel that at 
least: at the present time, until we have much more experience, SBIC’s 
should not be exempt from the Investment Act. 

I think it is very clear—to me—that most SBIC’s, except the very 
big ones, are likely to be exempt anyway unless some corporation owns 
them or owns more than 5 percent of them, because, as I understand, 
it is necessary to have either a public offering or more than 100 
stockholders. Most of the SBIC’s formed, including in my State 
and elsewhere, wouldn’t come under the Investment Company Act 
anyway. 

Mr. Mitier. What about the allegation made here that many forms 
would have to be filled out, similar requirements would have to be 
complied with, that means unnecessary duplication; and further, that 
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the SBA is staffed by ex-SEC officials and hence is fully competent 
and qualified to perform the job? 

Senator Proxmire. Well, the SBA doesn’t have a prime duty of 
protecting the investor. The SEC does. They are experienced in 
this field; this is their fundamental obligation. And I think that 
there has been no real showing that there has been any real incon- 
venience or any firms that otherwise would have been started that 
didn’t because of this provision in the law. 

Mr. Miuier. We had one such witness here who made such a claim 
this morning, but his testimony bears examination. 

Senator Proxmire. Now, we did have, I recall, one extremely itfter- 
esting witness who appeared before us representing an SBIC to 
finance electronics firms. This was one that, as I recall, had already 
had $16 million of capital and expected to have substantially more. 

Mr. Miturr. Mr. Salik? 

Senator Proxmire. Mr. Salik’s company. But it was another wit- 
ness who appeared. It is my recollection that these people regarded 
the filing with the SEC as no real problem. They had gone through 
the experience and they considered it to be very easy and simple and 
no real inconvenience at all. 

Mr. Mitirr. I am referring to a gentleman named George J. Miller, 
Jr., representing the Baltimore Business Investment Co. He had 
some very sharp criticism of Mr. Gadsby’s testimony, and also took 
sharp issue with the testimony of Mr. Green, who was testifying for 
the Electronics Capital Corp. 

Senator Proxmire. [am glad to support Mr. Gadsby. 

Mr. Mitirr. Thank you. 

Mr. Parman. I want to ask you about the holding companies, Sen- 
ator Proxmire. If I understand your testimony correctly, you are 
in favor of holding companies organizing small business investment 
companies, and two holding companies very quickly took advantage 
of it and organized them, and I am sure they are rendering a great 
service. / 

Senator Proxmire. Yes, if they weren't doing it in Wisconsin the 
SBIC program would be in lonely and sad straits in the State. 

Mr. Parman. And I agree with you if we were to change our minds 
on that, we should certs ainly protect the existing companies. One 
thing I don’t understand about holding companies is this: If a hold- 
ing company organizes a small business investment company, and 
then a bank that is owned by the holding company wants to buy 
stock in the investment company up to the 1 percent that is allowed 
by law, wouldn't that be self-dealing ? 

Senator Proxmire. Wouldn't that be what ? 

Mr. Parman. Would that be considered self-dealing? In other 
words, dealing with themselves. You know, the holding company 
owns both the investment company and the bank, and if I understand 
your testimony correctly, you would be in favor of a bank that is 
owned by a holding company having stock in the investment com- 
pany. 

Senator Proxmire. That is exactly correct; yes. For example, the 
Wisconsin Bank Shares owns banks in Wisconsin, several places, and 
I would favor not only permitting Wisconsin Bank Shares to invest 
1 percent of their capital and surplus in the SBIC, but also the Wis- 
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consin Bank Shares banks in Racine, Milwaukee, and Madison doing 
the same thing. 

I can’t see that there would be a particular conflict of interest in- 
volved here, particularly since it is confined to such a small per- 
centage of capital and surplus, and there is such a need for this. 

Perhaps there is much more of a need for it in a State like Cali- 
fornia, which has a bank, as I understand it, which is immensely 
dominant, than it might be in my State, where the situation isn't 
quite that’ way. 

But I should think that in many States this would be one way in 
which people who have experience and background and training, 
judgment, in the financial field, would have an opportunity to get 
into it where otherwise they might be excluded. 

Mr. Parman. Now, the holding company would be restricted to 
1 percent of its capital and surplus, too, would it not ? 

Senator Proxmire. That is my understanding. 

Mr. Parman. And, of course, we could just consider this as equal 
to 2 percent, if you wanted to, and it won’t be excessive, I am sure. 
The holding company would have 2 percent in that investment com- 
pany, for the reason that 1 percent would be the holding company’s 
own investment, and another 1 percent from the bank owned by the 
holding company. But even that would not be excessive, as you say. 

Senator Proxaire. That is my position, sir. 

Mr. Parman. Thank you very much, sir. Are there any other 
questions? If not, thank you very much, Senator Proxmire. We 
appreciate your testimony. 

enator Proxmire. Thank you, Mr. Chairman; we have enjoyed 
this opportunity. 

Mr. Parman. Yes, sir. We will have the hearings printed right 
away, and we will expedite this as much as possible and we will care- 
fully consider what you said and what Senator Sparkman said. 

Mr. Vantx. Mr. Chairman. 

Mr. Patman. Mr. Vanik. 

Mr. Vantk. I would like to reserve the right to call you later about 
a question I have in mind. 

Senator Proxmrire. Please do. 

Mr. Parman. Without objection, the members of the committee will 
have the privilege of inserting in the record any statements, commu- 
nications, or letters or any data that they consider material or germane 
to the matter under consideration. 


STATEMENT OF HON. CLEVELAND M. BAILEY, A REPRESENTATIVE 
IN CONGRESS FROM THE THIRD DISTRICT OF THE STATE OF 
WEST VIRGINIA 


Mr. Barry. Mr. Chairman and members of the subcommittee, I 
appreciate the opportunity to express my interest in the legislation 
now before your committee, which will amend the Small Business 
Investment Act of 1958, so as to increase the effectiveness of this law, 
the purpose of which is to stimulate the flow of private equity capital 
and long-term funds to small business by encouraging the organiza- 
tion of “privately owned and operated small business investment 
companies. 
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I understand the legislation here under consideration would, among 
other things, effect the following changes in the operation of small 
business investment companies: (1) permit the SBI corporation to 
furnish equity capital to small business concerns in any form, thereby 
removing the restriction that the transaction must be in the form of a 
convertible debenture; (2) eliminate the provision under which a 
small business concern can be required to refinance its outstanding 
debt, so that all of its debt is held by the SBI company; (3) remove 
the requirement that a small business concern obtain the SBI com- 
pany’s approval before borrowing from other sources; (4) eliminate 
the requirement that a’small business concern purchase stock in the 
SBI company from which it gets financial assistance. 

I have certainly been disappointed to learn that, although this act 
has been in operation for more than a year and a half, only 79 com- 
panies have thus far been licensed as small business investment com- 
panies. Only one such company has been organized in my State of 
West Virginia, and this company was not licensed until 2 months ago. 
Upon checking with the Small Business Administration, I was also 
informed that no other West Virginia firm is included among the over 
70 SBI applications awaiting processing by the SBA. 

Unless the act is liberalized along the lines suggested above, it will 
be impossible to attract the formation of these SBI companies, which 
can do so much to encourage and make possible the establishment and 
expansion of industries and businesses in economically depressed areas. 

Mr. Chairman, constituents in my district have received little or no 
assistance from the Small Business Administration in the matter of 
securing loans. My major purpose in submitting this statement is 
to support the legislation here under consideration because, in m 
opinion, it will mean a liberal approach to so many of the problems 
facing small business. 

For these reasons, I urge that you give favorable consideration to 
this legislation. 


JOINT STATEMENT OF HON. ARCH A. MOORE, JR., A REPRESENT- 
ATIVE IN CONGRESS FROM THE STATE OF WEST VIRGINIA, AND 
HON. WILLIAM H. AVERY, A REPRESENTATIVE IN CONGRESS 
FROM THE STATE OF KANSAS 


Mr. Moore. Mr. Chairman, my colleague, Mr. Avery, and I appre- 
ciate this opportunity to express our views on certain proposed amend- 
ments to the Small Business Investment Act of 1958. The Honorable 
William M. McCulloch, of Ohio, ranking minority member of the 
Select Committee on Small Business, joins us in this statement. Mr. 
Avery and I, as members of Subcommittee No. 1 of the Select Com- 
mittee on Small Business, were privileged to hear testimony during 
last May and August on the progress of the Small Business Admin- 
istration in administering the Small Business Investment Act. 

In early February of this year, in cooperation with our subeommit- 
tee chairman, Hon, Joe L. Evins, we agreed to the contents of House 
Report No, 1252, which included recommendations with respect. to 
certain amendments to the Small Business Investment Act. Pre- 
viously, on June 11, 1959, I had introduced a bill (H.R. 7691) which 
contained recommendations for amendments offered to our subcom- 
mittee by the Administrator of the Small Business Administration 
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during the hearings in May 1959, and by formal presentation to the 
Congress on June 2, 1959. This is substantially the bill (S. 2611) 
adopted by the Senate on September 9, 1959. 

Meanwhile, much additional testimony has been submitted to this 
and other committees of the Congress. This additional information 
and opinion have served to emphasize the continuing interest and 
concern of the Congress with the inability of many small concerns to 
obtain the financing, particularly the equity capital and long-term- 
loan funds, which these firms must have if small business is to continue 
its vital contribution to the economic strength of the Nation. 


INTEREST RATES AND OTHER CHARGES 


We have heard testimony that SBA will permit charges to small 
businesses receiving equity capital and long-term loans from invest- 
ment companies up to 15 percent per annum on the average out- 
standing balance of the net funds advanced to the company, unless 
a lower charge is required by the law of the State in which the invest- 
ment company is operating. 

We recognize that this maximum charge includes not only interest 
and discount but all other charges made in connection with the loan. 
Nevertheless it appears to us that this total cost will be extremely difli- 
cult for many small concerns to pay. We strongly recommend, there- 
fore, that SBA make every possible effort to bring this cost down to 
a more reasonable figure. 


SMALL BUSINESS INVESTMENT ACT A NEW AND EXPERIMENTAL PROGRAM 


In 1958, the Congress by the enactment of the Small Business In- 
vestment Act inaugurated a new experimental program specifically 
designed to meet these financing requirements of small concerns. In 
this legislation the Congress declared that the equity capital and 
long-term-loan funds which small business concerns need for the 
sound financing of their business operations and for their growth, ex- 
pansion, and modernization were not available in adequate supply. 
The statute stated that the policy of the Congress and the purpose of 
the act was to improve the national economy in general and small 
business in particular by establishing a program to stimulate and 
supplement the flow of private equity capital and long-term-loan 
funds to small business concerns; with a proviso, however, that this 
program should be carried out in such manner as to insure the maxi- 
mum participation of private financing sources. 

The Investment Act established within the Small Business Adminis- 
tration and Investment Division authorized to license and encourage 
the formation of privately financed and operated investment com- 

anies, which in turn were to provide the necessary equity capital and 
fiaig-te term loans to small business concerns. The Congress enacted a 
var ‘iety of measures also designed to encourage the formation of these 
private investment companies. SBA was authorized to make loans to 
these companies. Certain tax advantages were granted investment 
companies. Banks were authorized to purchase stock of such com- 
panies. The Securities and Exchange Commission was granted 
limited authority to exempt the investment companies from the laws 
administered by that Commission. 
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In our view, the Congress made a tremendous contribution to the 
economic welfare of small business concerns throughout the country 
when it adopted the Small Business Investment Act of 1958. 

We have naturally followed with keen interest the hearings held 
by this subcommittee of the House Banking and Currency C ‘ommittee 
on 8. 2611 and other proposed legislation to amend the Small Busi- 
ness Investment Act. We have also followed the weer Pete hearings 
held by the Select Committee on Small Business of the U.S. Senate 
on the investment program. We note that some testimony has been 
critical of this program. 


SMALL BUSINESS INVESTMENT ACT AMENDMENTS 


There is no question but that the investment program can and should 
be improved. In our view, the adoption of some of the proposals 
made to your committee would strengthen the program. Weurge that 
these proposals (as we know they will) be carefully considered. 

Much of the testimony given before this committee and before the 
Senate Select Committee on Small Business has been constructive. 
But some of it has not. Indeed, as we review the statements of some 
of the critics of the program and of the act, we are compelled to won- 
der if the object of this criticism is indeed the Small Business In- 
vestment Act of 1958 or any program established by that legislation. 

The Administrator of the Small Business Administration and the 
Deputy Administrator in charge of the Investment Division have ap- 
peared before both committees and recommended the enactment of 
S. 2611 pending before this committee. The Administrator has 
testified, and we believe he has made an excellent case, that the invest- 
ment program has been developed substantially as the Congress con- 
templated when it passed the Small Business Investment Act of 1958. 
In support of this contention, the Administrator has cited the legisla- 
tive history of this statute. For example, he has pointed out that the 
Congress, according to this legislative history, intended that invest- 
ment companies be. profit-seeking enterprises financed principally by 
private funds. He pointed out that the Congress stated that one prin- 
cipal incentive for the formation and operation of these companies 
was the opportunity to speculate in the profits and losses of small con- 
cerns. He also stated that, according to the Congress, the aim of the 
program was to establish a new type of private financing institution 
which will supply equity capital and long-term loans to small business 
and not institutions which will duplicate and compete with existing 
private credit facilities. 

We agree with the Administrator’s statements. We think that they 
accurately reflect the record which the Congress made when it enacted 
the investment program legislation. It 1s obvious to us, however, 
that some of the witnesses who have testified about this program either 
are unaware of or willing to ignore this congressional record. 


CONGRESSIONAL INTENT—SBIC’S 


We cannot understand this testimony. For example, it has been 
said that the Congress intended investment companies to be operated 
purely in the public interest and that the SBA turned them into profit- 
seeking companies. We can find no evidence that the Congress in- 
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tended them to be anything but privately organized, profit-seeking 
companies. Some suggestion has been made, as we understand it, 
that it is improper for these companies to own an interest and per- 
haps a controlling interest in a small concern. If the Congress under- 
stands what equity capital is, and we know it does, we see no basis 
for criticizing an investment company which risks its private money 
with an undercapitalized small business and winds up owning a piece 
of the company when the investment carries this business on to suc- 
cess. We have heard the investment program criticized because banks 
have shown leadership in the organization of the program. And yet 
the Investment Act itself (sec. 302(b)) authorizes banks to partici- 
pate in the program. Further examples of this confusion can be cited. 


SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 


STRENGTHEN PRESENT PROGRAM—DON’T START ANOTHER 


Our point is a simple one. We concur with and endorse the basic 
principles which the Congress embodied in the Investment Act. We 
are anxious to see these principles extended and the act strengthened 
within the framework of these principles. But some of the witnesses 
are not talking about a program which the Congress contemplated in 
1958. They are talking about a different program. For the profit 
motive some witnesses would substitute the desire to do good. Instead 
of private money invested in these companies, some would prefer the 
taxpayers’ money. Instead of investment in and the sharing of the 
losses and profits of small business, some request a lending program 
that with the use of Government funds will compete with and under- 
cut private financing available from banks and other private institu- 
tions. Instead of a sound and properly developed program, some ad- 
vocate a freewheeling Government operation. 

What is advocated by many witnesses is a new program. We don’t 
see anything fundamentally wrong with the present program. The 
Congress embodied sound principles in this program; SBA has de- 
veloped the program in accordance with these principles. Improve- 
ments in the program should be based on these principles. 

What is wrong with the present program? It is said that it has 
been developed too slowly and the almost $50 million (of which less 
than one-sixth comes from the Government) available for investment 
in small business is an insignificant sum, particularly when compared 
with the money made available by SBA under its regular lending 
program. The record does not bear this out. The program is a 
year and one-half old. Despite its complexities it was inaugurated 
at the same pace as was the regular SBA lending program. The 
Small Business Act was passed on July 30, 1953, and the first loan 
applications were not accepted until October 1953. The Investment 
Act was signed by the President in August 1958 and the regulations 
were published and applications accepted in October 1958. Eighteen 
months after the lending program had been inaugurated, SBA had 
approved but not disbursed business loans in a gross amount including 
bank participations of about $60 million. This compares favorably 
with the almost $50 million available to small business within 18 
months under the investment program. This is indeed a creditable 
record. 

There has been talk of redtape. It is suggested that much of it is 
manufactured without need by SBA. But the Congress recognized 
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that it would be necessary to subject investment companies to complex 
regulations. The Congress determined that these companies would 
be made subject to most of the requirements of the securities laws 
and the supervision of the SEC. In the main, the investment compa- 
nies have not complained of redtape. They understand the need for 
proper regulation and the intricacies of the program. It seems rather 
that the complaints of too much redtape have come from a few pri- 
vate individuals who do not fully comprehend investment practices 
or from individuals who by regulation are precluded from engaging 
in activities which were not contemplated under the Investment Act. 
In the main, the criticisms have not come from the companies which 
are subject to this so-called redtape. 


RESULTS—BEST TEST OF PROGRAM 


In the final analysis, the test of the program is in its results. A 
significant number of companies have been licensed. This number 
will be more than doubled in the near future. <A large amount of 
private funds has been committed to the program and more is being 
generated. And most important, these funds are being invested in 
and loaned to small concerns. While it is still too early to compile 
the record, we are most impressed by the variety of companies which 
already have received financing through this program. We are 
equally impressed by the range of financing that has been made avail- 
able. There have been small loans and large loans; there have been 
small investments and large investments. The program appears to 
be working and should be accorded every opportunity to develop. 

The Small Business Administration has made recommendations 
to the Congress for amendments to the Investment Act. The Presi- 
dent in his economic message has endorsed these amendments. These 
suggested changes may not include every improvement which may be 
devised to strengthen the program. The changes may not be in a 
form which will satisfy every proponent of these changes; but the 
changes have been recommended by the Government officials who are 
responsible for the operation of the program and who have demon- 
strated their zeal to accomplish the aims of the program. Under 
these circumstances we recommend the enactment of 8. 2611 by the 
House of Representatives. 

We thank you. 


STATEMENT OF HON. THOMAS G. MORRIS, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NEW MEXICO 


Mr. Morris. Mr. Chairman, I greatly appreciate this opportunity to 
express my strong support for the bill, S. 2611, which is designed to 
make the Small Business Investment Act of 1958 operate more effec- 
tively in the interests of small business. I support this amendment to 
the Small Business Investment Act not only because of its intrinsie 
merits, which are substantial, but also because passage of this bill will 
signify the serious concern of the Congress in the apparent inability of 
the Small Business Administration to get this program of providing 
equity capital for small business going in the way Congress intended 
it to. It may be the prelude to further amendments and certainly 
should serve to prod the Small Business Administration into a more 
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vigorous implementation of the terms of the Small Business Invest- 
ment Act. 

As we are all aware, the progress made under this act has been dis- 
appointing to all of us; not least, I am sure, to many in the Small 
Business Administration itself. When we consider that as recently 
as June 22 of last year, Wendell Barnes, then Administrator of the 
Small Business Administration, testified that he had expected 200 
small business investment companies to be formed and licensed by the 
end of 1959, and that in fact only 62 were licensed by that date, we can 
see that something has gone seriously amiss. What is worse, many 
sections of the Nation, particularly in the West and Southwest, have 
no such investment companies to serve their small businesses. As of 
January 15, 1960, 14 States were outside of the stated areas of oper- 
ation of the 67 investment companies which had been set up by that 
date—Maine, Nebraska, Kentucky, Alabama, Mississippi, Arkansas, 
New Mexico, Arizona, Idaho, Colorado, Utah, Washington, Oregon, 
and Nevada. Only under exceptional circumstances do small busi- 
ness investment companies negotiate with small business concerns out- 
side their stated area of operation. What is equally disturbing is 
that apparently a considerable number of the investment companies 
now licensed are inactive or have made only one or two loans. 

This bill will be an important step toward providing the incentive 
for the formation of more small business investment companies. Its 
principal feature, as you are aware, is to eliminate the current re- 
striction which prevents small business investment companies from 
investing in small businesses except in the form of convertible deben- 
tures. Passage of this amendment would permit much greater flex- 
ibility to the small business investment company in the types of in- 
vestment it may choose to make—including common stock, preferred 
stock, or debentures of various kinds. 

It contains other provisions which permit greater freedom to small 
businesses in dealing with small business investment companies. If 
this bill is passed, no longer will a small business company be required 
to purchase stock in a small business investment corporation from 
which it obtains assistance. No longer will it be required to re- 
finance its outstanding debt so as to make the small business invest- 
ment corporation its sole creditor. No longer will small businesses be 
required to obtain the small business investment company’s approval 
before borrowing from other sources. 

It is important to note that these provisions were overwhelmingly 
favored by witnesses before the Senate Committee on Banking and 
Currency last summer; they were advocated by the administration ; 
they were approved unanimously by the Senate committee; and the 
bill itself passed the Senate on September 10, 1959, without opposi- 
tion. We in the House should not delay in adding our approval to 
this bill. 

I cannot close my endorsement of this legislation without telling 
you that, important as it is, it should be followed by other legislation, 
and it must lead to a much more positive approach by the Small Busi- 
ness Administration itself. 

There are a number of other ways in which small business invest- 
ment companies can be made a more attractive business proposition 
without at the same time becoming unfairly competitive with other 
lending institutions. The dual regulation of small business invest- 
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ment corporations by the Small Business Administration and the Se- 
curities and Exchange Commission could be removed. Issuance of 
restricted stock opinions to officers and employees of small business in- 
vestment companies could be permitted. Increased borrowing power 
of the small business investment companies may be desirable. The 
Small Business Administration could issue regulations and proce- 
dures more promptly and publicize the program more widely. Time 
consumed in processing proposals should be substantially reduced. 
The small business investment companies should consider making 
loans to smal] businesses as a primary function, on a par with supply- 
ing equity capital. Loans to State and local development companies 
should be accelerated. 

Some of these recommendations will require legislation. Many 
can be put into effect by the Small Business Administration without 
further legislation. It is my earnest hope that the Small Business 
Administration will in the future show more aggressive spirit in 
fostering the aims of this and other legislation for the administration 
of which it is responsible. This spirit has been too often lacking 
heretofore. 

I find myself in fundamental agreement with the distinguished 
chairman of this subcommittee who, as we all know, is also the chair- 
man of the House Small Business Committee, when he observed at the 
time the proposed regulations on the Small Business Investment Act 
were first published in the Federal Register of October 29, 1958 : 

On every important feature of this new act these regulations reject, or whittle 
down, the authority for helping small business which Congress entrusted to the 
SBA last August. 

Although some of the objections were removed before the final 
regulations were issued in December 1958, there can be no doubt that 
the failure of this program to make the progress most of us expected 
is due in considerable measure to the stringent and restrictive policies 
and regulations adopted by the SBA. 

I should like to cite one further example of SBA’s holding back 
on providing assistance to small business, one that has come most im- 
mediately to my personal attention. As you know, the Small Business 
Act which set up the Small Business Administration states that to 
be eligible for loan assistance, a small business must be independently 
owned and operated. The Small Business Administration has, how- 
ever, taken an excessively restrictive interpretation of this provision 
in cases where an individual business is associated by francise or 
contract with a larger chain or business, but where actual control of 
the business is retained entirely by the small local business itself. I 
have personal knowledge of a case in which an independent ware- 
housing and moving company was declared ineligible for loan assist- 
ance by the SBA simply because it was an agent of a national van 
line, even though the national van line owns no stock in the local 
company and has no control over it. This is just another, albeit 
flagrant, example of the way in which the SBA has limited rather 
than properly expanded its financial assistance program to the small 
business economy in all fields. 

Congress must retain its vigilance over the Small Business Admin- 
istration. Fortunately, under the forceful leadership of the chair- 

527446013 








190 SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 


man of the subcommittee, the Small Business Committee of the House: 
has assumed this obligation with commendable effectiveness. Passage 
of legislation such as the bill, S. 2611, before us, will be a further indi- 
cation to the Small Business Administration of the importance the: 
Congress attaches to its functions and the concern it retains that the 
legitimate financial needs of the small business throughout the Nation 
be met as effectively as possible. 

Thank you. 

Mr. Parman. Without objection, the committee will stand in recess 
subject to the call of the Chair. 

(The following statements, letters, and data have been submitted 
to the subcommittee :) 


STATEMENT OF THE AMERICAN BANKERS ASSOCIATION 


The program “to stimulate and supplement the flow of private equity capital 
and long-term-loan funds which small business concerns need for the sound 
financing of their business operations and for their growth, expansion, and 
modernization” established by the Small Business Investment Act of 1958 has 
been in existence for a relatively short period of time. Being a new and experi- 
mental program, there has as yet been little actual experience on which to judge 
the need for changes in the act. 

Nevertheless, several changes in the act have been recommended by the Small 
Business Administration. These are embodied in 8S. 2611, which was passed by 
the Senate last September. The American Bankers Association believes that 
the changes in the act proposed in 8. 2611 are on the whole desirable, although 
there may be need for certain safeguards in respect to two of the proposed 
changes. 

Section 6 of S. 2611, in effect, rewrites section 304 of the Small Business 
Investment Act of 1958 to eliminate, among other things, the requirement that, 
whenever a small business concern obtains capital from a small business invest- 
ment company, such concern must invest in the capital stock of such company, 
in an amount equal to not less than 2 percent nor more than 5 percent of the 
capital provided. 

The Small Business Administration has presented some cogent reasons for the: 
elimination of this requirement. We agree that this requirement presently con- 
stitutes an obstacle to the effective functioning of the program. At the same 
time, we are in accord with the purpose which this stock-purchase requirement 
was intended to accomplish, which is, as stated in the report of the Senate: 
Committee on Banking and Currency on 8. 3651 (S. Rept. 1652, 85th Cong., 2d 
sess.), “to build up the investment of private funds and, in due course, to make 
Federal] participation unnecessary.” 

The American Bankers Association in testimony presented at hearings before 
the Senate Committee on Banking and Currency on April 25, 1958, and in a 
statement submitted to the House Committee on Banking and Currency on May 
21, 1958, enunciated certain principles which should be incorporated in any 
legislation designed to stimulate the flow of equity capital to small business. 

One of the stated principles was that “any long-range constructive solution to 
the need of small business for equity and long-term capital financing should 
basically depend on the availability of and access to the resources of private: 
financial institutions and investors, and any governmentally sponsored program 
should be intended as a temporary stimulant and supplement to private financial 
facilities for financing small business.” 

Therefore, while we favor the elimination of the stock-purchase requirement 
now contained in subsection (d) of section 304 of the act, we strongly recom- 
mend that the act be amended to provide that any small business investment 
company, which obtains part of its capital through the purchase of subordinated 
debentures by the Small Business Administration, shall be placed in liquidation if 
it fails to retire such debentures within a reasonable time either from retained 
earnings or from the proceeds of the sale of its capital stock to private investors. 
We believe that the indefinite retention by a small business investment company 
of Government-supplied capital is inconsistent with the intent that the policy 
of the act “shall be carried out in such manner as to insure the maximum 
participation of private financing sources.” 
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Section 6 of S. 2139 also would rewrite section 304 of the Small Business 
Investment Act of 1958 to provide greater flexibility for small business invest- 
ment companies in providing small business concerns with equity capital. Under 
section 304 as presently written, equity capital can only be provided by the 
purchase of convertible debentures. This section, as rewritten, would permit 
the small business investment company to determine the manner in which and 
the terms under which it will provide equity capital for small business concerns, 
subject, however, to the approval of the Small Business Administration by regu- 
lation or otherwise. 

If section 304 is rewritten as proposed in section 6 of S. 2611, it might make 
it possible for small business investment companies to finance small business 
concerns by the purchase of equity securities of such concerns. The American 
Bankers Association in 1958 in its testimony before the Senate Banking and 
Currency Committee and in the statement submitted to the House Banking and 
Currency Committee heretofore referred to, made a number of specific recom- 
mendations, in addition to the enumeration of certain principles. One of these 
recommendations was that “Purchase of equities in small businesses by develop- 
ment corporations should be limited to funds supplied by private sources.” 

We are confident that Administrator McCallum would by regulation properly 
circumscribe the purchase of preferred stock or common stock of small business 
concerns ‘by investment companies. We have no assurance, however, that some 
future Administrator would follow similar policies. Therefore, we believe that, 
if section 304 is rewritten as proposed in section 6 of S. 2189, a specific proviso 
should be added to this section that the Administrator shall not approve the 
purchase of preferred stock or common stock of a small business concern by 
a small business investment company in excess of the capital funds of such 
company supplied by private sources. 

With the amendments we have proposed as safeguards to the changes in the 
act contained in section 6, we heartily endorse S. 2611 and urge its favorable 
consideration by your subcommittee and by the full Committee on Banking and 
Currency. 





STATEMENT OF Rosert B. Kay, GENERAL COUNSEL OF SOUTHERN GROWTH INDUS- 
TRIES, INC., GREENVILLE, 8.C. 


Southern Growth Industries, Inc., is a Federal licensee under the Investment 
Act of 1940, and its shares are fully registered under the Securities Act of 1933. 

Southern Growth is charged with the responsibility of supplying long-term 
financing to small business concerns. The small concerns find it extremely 
difficult and costly to raise funds for their operations. Southern Growth has 
the same problem. 

There are three possible sources of capital available to Southern Growth. 
These sources are institutions, the general public, and the U.S. Government. 

The realistic approach dictates that Southern Growth will have to have a 
minimum of 5 years’ experience before the institutions will be interested in ex- 
tending credit of one type or another. 

The general public is not well enough advised of the program to be excited 
about investing their savings in this new financing institution. Facilities must 
be made more accessible to the small investor as well as the large. The pro- 
tection of the investor’s hard-earned savings is not adequate. The inducement 
is small. Facilities, inducement, and protection should be present to encourage 
the general public to invest in this program to “better business” in America as 
they have invested in savings and loan associations to “better housing” in 
America. 

If the program of establishing small business investment companies or capital 
banks is to fulfill the desires of Congress as stated in section 102 of the act, 
then further consideration must be given to new legislation to complete the 
superstructure of the overall program. Private capital should and will supply 
the entire funds for this program if facilities are made more accessible to the 
public. In this connection, we suggest legislation be drafted to accomplish 
the following : 

(1) Cooperation of the Securities and Exchange Commission to allow a 
Federal licensee to sell their debt securities to the general public, using sales 
methods somewhere between the two extremes of the restrictions placed on the 
distribution of investment company shares and the complete exemption granted 
shares of the savings and loan associations. 
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y, to be financed by the 
Federal licensees, similar to the Federal Savings and Loan Insurance Cor- 
poration, to give purchasers of Federal licensees’ debt securities some form of 
indemnity against fraud. This would not be intended to insure a Federal licen- 
see’s stockholders or the licensee against losses in their portfolio values, nor 
would it be any greater an illusion than that created by the Federal Savings 
and Loan Insurance Corporation. 

(3) Establishment of an Intermediate Credit Facility, to be privately financed, 
which would provide funds to Federal licensees’ for relending * * * but not for 
investment. If operative in conjunction with the above two suggestions, it is 
felt this facility would develop into a reserve system rather than a primary 
source of funds. 

The accomplishment of this program would enable a well-managed and estab- 
lished Federal licensee to raise substantial funds to aid small business by offer- 
ing a savings program within the debt to capital limits already established 
by the Small Business Administration. With restrictions against the Federal 
licensee “investing” proceeds of any borrowed money (it would have to be used 
for “relending,” fully secured, ete.), * * * the industry could establish a 
policy of voluntary redemption of its debt obligations, on demand. Coopera- 
tion of the Intermediate Credit Facility would assure a source of funds when 
redemptions exceeded new “deposits.” We do not advocate any change in 
the present requirements and methods necessary to raise the equity owner- 
ship base for Federal licensees which would be channeled into equity positions 
of small business concerns. We are concerned, however, with finding a solution 
for the segment of this program which presents the greatest problem * * * 
channeling of long-term straight loans to the bulk of businessmen * * * the 
little fellow needing $5,000 to $10,000. This will be accomplished only if the 
Federal licensees are able to raise such funds continuously, and without the 
expense of registration and distribution of their own obligations. 

A small business investment company, to be really successful in its venture 
with the many unforeseen pitfalls that lie ahead, should have a minimum ¢cap- 
ital of $5 million. There must be a reserve for possible losses. Other venture 
capital companies have had losses and we expect our portion. In this con- 
nection we think a statutory tax-deductible loss reserve of 15 percent of out- 
standing investments for the first 5 years of operation would be helpful. Ex- 
perience should dictate thereafter. 

We think it would be well to amend subchapter M of the Internal Revenue 
Code, section 851. 

The present section reads as follows: 

“(a) General rule—For purposes of this subtitle, the term ‘regulated in- 
vestment company’ means any domestic corporation (other than a person hold- 
ing company as defined in section 542). 

(1) Which at any time during the taxable year, is registered under the In- 
vestment Company Act of 1940, as amended (54 Stat. 789; 15 U.S.C. 80a-1 to 
80b-2), either as a management company or as a unit investment trust, or” etc. 

With a few sound legislative changes in the present statutes the Federal 
licensees should be able to function profitably without putting their hand ‘too 
far into the Federal Treasury, if any. 


(2) Establishment of a Federal Insurance Agency, 


THE BANKERS Bonp Co., INc., 
Louisville, Ky., February 28, 1960. 
Hon. WRIGHT PATMAN, 
House Office Building, Washington, D.C. 

Dear Mr. CHAIRMAN: I have your notice of committee hearings on amendments 
to the Small Business Investment Corporation Act of 1958. 

So far, I think Kentucky is one of the few States that does not have a small 
business investment corporation, and the most simple thing to do—in order to 
help us and help everybody make this work—would be to change the name from 
an “investment corporation” to say a—‘development corporation”, so that the 
small business investment corporation, as now set up, would not be under the 
Investment Company Act of 1940. 

I believe if investment companies could invest more than 5 percent of their 
assets in this operation it would be in the public interest, as these corporations 
fit in better with other operations than do banks or other financial institutions. 


ee 











SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 193 


We testified to that effect both in the Senate and House hearings last year but 
as yet have been unable to form a small business investment company in Ken- 
tucky because of the technical reasons that the SEC construes the Small Busi- 
ness Investment Corporation Act of 1958—and any companies formed there 
under—as being also under the Investment Company Act of 1940, After all, they 
are not investment trusts. 
With my sincere regards. 
Very truly yours, 
THomMAS GRAHAM. 


THE MARINE Corp., 
Milwaukee, Wis., February 24, 1960. 
Mr. Rosert L. CARDON, 
Clerk of the Banking and Currency Committee, 
New House Office Building, Washington, D.C. 

DEAR Mr. CARDON: I understand that hearings will be held the week of March 7 
on 8. 2611 and other bills to amend the Small Business Investment Act of 1958, 
before Subcommittee No. 3 of the Banking and Currency Committee of the 
House of Representatives. 

The Marine Corp. is a registered bank holding company controlling in excess 
of 95 percent of the capital stock of five Wisconsin banks. We recently formed 
a subsidiary, the Marine Business Investment Corp., a small business investment 
corporation formed under the provisions of the Small Business Investment Act 
of 1958, 

In connection with the hearings to be held before your committee we should 
like to advocate adoption of all four amendments contained in the chairman's 
letter of February 18, ie. : 

(1) Allow small business investment corporations to furnish equity capital 
to small businesses in any form with SBA approval. 

(2) Elimination of nonborrowing pledge by debtor company. 

(3) Eliminate SBIC stock purchase requirement. 

(4) Permit holding company subsidiary banks to invest in SBIC’s which 
are subsidiaries of the same holding company. 

We should particularly like to emphasize that the adoption of the last named 
amendment above would serve to generate considerable additional interest in, 
and success for, bank holding company sponsored small business investment 
companies. 

Mr. Mills B. Lane, Jr., we understand, will testify in regard to the amend- 
ments to the bill on behalf of the Association of Registered Bank Holding Com- 
panies and we would like to fully endorse the statement he will make at that 
time. 

We would appreciate your making this letter a part of the record of the 
hearing. 

Respectfully yours, 
JOHN H. KELLy, 
Treasurer, the Marine Corp.; Secretary-Treasurer, Marine Business 
Investment Corp. 


First BANCSTOCK SMALL BUSINESS INVESTMENT CoO., 
Minneapolis, Minn., February 25, 1960. 
Hon. WRIGHT PATMAN, 
New House Office Building, 
Washington, D.C. 

DEAR CONGRESSMAN: We appreciate your advising us of the hearings to be 
held on March 7, 1960 on 8S. 2611 and other bills to amend the Small Business 
Investment Act of 1958. As suggested in your letter, we are submitting a state- 
ment for the record to Robert L. Cardon, clerk of the Banking and Currency 
Committee. 

This corporation is a licensee under the act and we are a subsidiary of the 
First Bank Stock Corp. Mr. Mills B. Lane, Jr., will appear at the hearings 
to testify on behalf of the Association of Registered Bank Holding Companies. 
We are generally familiar with the testimony which he expects to give and 
fully endorse it. 

In our opinion the bill permitting small business investment corporations to 
furnish equity capital to small businesses in any form they wish as long as it 
is approved by the Small Business Administration is a change which is desirable. 
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We believe that the proposed amendment taking from small business invest- 
ment companies the right to exercise some control over the present and future 
borrowings of the small business concerns to which they advance equity funds 
is not in the best interests of the program or of the small business concerns. 
May we suggest that this proposed change be carefully considered before it is 
put into effect. 

We believe that the proposed amendment of section 5 of the Small Business 
Act to permit banks affiliated with bank holding companies to invest in small 
business companies to the same extent as other banks should receive favorable 
consideration. 

A similar letter to this one is being sent to Mr. Cardon with the request that 
it be made a part of the record of the hearings. 

Thank you in advance for your consideration. 

Yours very truly, 
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FRANK H. DELANEY, President. 
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FIRST WISCONSIN INVESTMENT Corp., 
Milwaukee, Wis., February 26, 1960. 
Hon. WRIGHT PATMAN, 
Chairman, Subcominittee of the House Banking Committee, 
House of Representatives, Washington, D.C. 


DEAR CONGRESSMAN PATMAN: The First Wisconsin Investment Corp. will not 
be represented at the hearings to be held March 7 on §. 2611. 

Mills B. Lane, Jr., will testify in support of the bill on behalf of the Association 
of Registered Bank Hoiding Companies. The First Wisconsin Investment Corp. 
endorses Mr. Lane’s statement to the committee on S. 2611. We particularly 
endorse the importance of the amendment contained in section 5, to permit 
holding company banks to invest in SBIC’s to the same extent as other banks 
are permitted to do. 

It is respectfully requested that my letter be made a part of the record of 
the hearings. A copy of this letter is being sent to the Honorable Henry S. 
Reuss, a member of the subcommittee. 

Respectfully, 
CARL M. Fora, President. 


WISCONSIN CAPITAL CorP., 
Milwaukee, Wis., March 1, 1960. 
Mr. Ropert L. Carbon, 
Clerk, Banking and Currency Committee, 
New House Office Building, Washington, D.C. 


GENTLEMEN: We received your correspondence of February 18 concerning 
the proposed changes in S. 2611. We are pleased with these changes as we 
feel that the bill is restrictive in that a more flexible program would facilitate 
our chances to accomplish the intent of the act. 

In specific reference to the important changes which you mentioned in your 
letter I would like to submit the following: 

(1) I feel quite strongly that the restriction to use only convertible debentures 
is onerous not only to ourselves but to small businesses that we have talked to. 
Convertible debentures can be used in many instances; however, because of 
the very nature of small business and the specific and peculiar problems in their 
eapitalization and financing, it is apparent to me that a more flexible program 
would facilitate the flow of capital into small business. I think options and 
warrants should be available for use—collateralize bonds should be available— 
income bonds with provisions to participate in future earnings might be valu- 
able in some cases—in general, being able to fashion a particular instrument 
depending upon the specific circumstance is necessary. 

(2) I think that small business investment companies should be astute 
enough to determine their own restrictions and indentures that go into the 
bonds so that it should not be necessary for requirements to be imposed on 
small business or the small business investment company other than what they 
can work out between themselves. The more freedom and flexibility that we 
have in a competitive system will determine the extent of success in the small 
business investment company program. 

(83) The requirement that a small business concern to purchase stock in a 
small business investment company from which it gets financial assistance is 
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a completely worthless provision insofar as a small business or small business 
investment company is concerned. This provision should be eliminated as I see 
no benefit to anyone concerned with the act. 
Thank you for the opportunity of letting me submit our feelings on the bill 
We will be anxiously awaiting the results of the hearings. 
Sincerely, 
C. PAUL JOHNSON. 


Fort WorrH Caprrar Corp., 
Fort Worth, Tex., March 8, 1960. 
Mr. Rosert L. Carbon, 
‘Clerk of the Banking and Currency Committee, New House Office Building, 
Washington, D.C. 


DeAaR Mr. Carpon: Pursuant to the invitation of the Honorable Wright Pat- 
man, Member of Congress from the State of Texas, we submit herewith a state- 
ment for the record of your committee pertaining to our operating experience 
as a small business investment corporation. We shall confine our observations 
to comments on the three most significant changes in S. 2611 as outlined in the 
letter of February 18, 1960, aforesaid. 

The proposal to permit a SBIC to furnish equity capital in any form they 
wish subject to SBA regulations should be enacted. This proposal gives greater 
flexibility to a SBIC in shaping its investment pattern to the various needs of 
small business concerns since the needs of small business are of such a variety 
and complexity. The end result will be to permit a SBIC to be a more effective 
provider of equity capital to small business. 

The proposed change to eliminate the right of a SBIC to restrict a borrower 
from obtaining loans from other sources without SBIC approval is an unwise 
amendment. This tends to limit the flexibility of SBIC financial assistance to 
small business. If this amendment passes, it will undoubtedly prevent SBIC 
equity financing to certain small businesses, whereas, I feel the objective that 
we desire to reach is to enable our program to apply to an increasing number 
of small businesses. 

We heartily endorse the proposal to eliminate mandatory stock purchases 
in'a SBIC as we have found this is unpopular with both the SBIC owners as 
well as a small businessman who seeks money under a law that requires him 
to make an investment. 

We are in general accord with the recommendations contained in the report 
of your Subcommittee No. 1 relating to the operations of SBIC; particularly 
do we feel that for an SBIC to have a profit incentive to make loans, as dis- 
tinguished from purchasing convertible debentures, that it is necessary to 
provide a larger pool of capital for the SBIC’s. This can be accomplished by 
authorizing participation loans with SBIC and SBA, by keeping the cost of 
money loaned to a SBIC at the lowest possible level, and by establishing a 
rediscount system for SBIC loans. 

After 6 months’ operation, we believe the SBIC program is sound and that its 
greatest benefit to small business is that it provides a flexible medium to bring 
financial assistance to sound small business enterprises in their hometown as 
the result of a combined effort of government and private enterprise. The 
only changes in principle that we need basically are to increase the flexibility 
of our program to better conform to the needs of small business, as outlined 
above and to provide a greater line of credit through a rediscounting system 
or other liberalization of the money available to a SBIC so that we can afford, 
and have an incentive, to provide more loans and thereby more effectively 
meet the needs of small business for equity capital. 

Yours very truly, 
STewart W. DeVorez, President. 


SMALL BUSINESS ENTERPRISES, 
San Francisco, Calif., March 3, 1960. 
Re amendments to Small Business Investment Act of 1958. 
Rosert L. CArpon, Esq., 
Clerk and General Counsel, Committee on Banking and Currency, House of 
Representatives, New House Office Building, Washington, D.C. 

DEAR Mr. CARDON : We have received the notice dated February 18 from Repre- 
sentative Patman regarding the hearings to be held on 8S. 2611 and other possible 
amendments to the Small Business Investment Act during the week of March 7. 
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We have examined carefully S. 2611 and find ourselves, in general, in agree- 
ment with it. 

Sections 3, 4, and 5 do not directly concern us and, while we certainly do not 
disagree with them, we can see no point in detailed comment thereon. 

With respect to section 6, we are in wholehearted agreement, since we feel 
that the adoption of the proposed amendments will give greater flexibility to the 
operations of small business investment companies and will thus enable them 
more effectively to fulfill their purposes. 

We have, however, one small concern. Section 6 repeals section 304(c) (1) 
which now permits a small business investment company to require the refinanc- 
ing by a small business concern of any outstanding indebtedness so that all its 
obligations run to the SBIC. Since this is permissive only, we are concerned 
lest its repeal be interpreted to be a prohibition by Congress of such a require- 
ment. Such a requirement is sometimes desirable to assure a sound credit. We 
should like to be able to impose this condition in circumstances where it seems 
appropriate. 

Sincerely, 
LLOYD MAzzERA, 
Chairman of the Board. 


CONTINENTAL CAPITAL CORP., 
San Francisco, Calif., March 4, 1960. 
Mr. Rosert L. CARDON, 
Clerk of the Banking and Currency Committee, New House Office Building, 
Washington, D.C. 


Deak Mr. Carpon: This letter is in reply to your notice of February 18, 1960, 
of committee hearings on amendments to the Small Business Investinent Corpora- 
tion Act of 1958. 

The notice states hearings will be held during the week of March 7 on bill 
S. 2611 to amend the Small Business Investment Act of 1958. I note from this 
notice that Congress in enacting this legislation had high hopes for the program. 
Now, however, several committees of Congress have shown concern over the 
disappointing progress. It is of considerable concern to us that Congress is 
considering amendments to the bill without first having taken the proper steps 
to consult with actual operators under the act. It is of concern also to us that 
legislation may be passed which could be more detrimental to our operations 
than present existing legislation. 

An example of our concern is the first provision in your notice wherein it is 
proposed the act be changed to allow small business investment corporations to 
furnish equity capital to small businesses in any form they wish, as long as the 
Small Business Administration approves. We are opposed to any form of legis- 
lation which makes it mandatory SBIC’s must request prior approval from the 
SBA before loans can be closed. Our reasoning can be illustrated by SBA’s 
own program where processing delays and paperwork requirements are the great- 
est deterrent to small businesses accepting financing. Legislation of this sort 
will impede rather than help the SBIC program. We wish no Federal controls. 

The second provision of the notice, giving SBIC’s the right to refinance the 
entire outstanding debt of a small business concern and be its sole creditor and 
request that small business concerns agree not to borrow from other sources, 
subject to an SBIC’s approval, has proved to be a distinct asset to our operation. 
I believe careful consideration should be given to this provision before it is 
eliminated from the Act. 

We are in full accord with the third provision of your notice, suggesting 
elimination of the requirement that small business investment corporations pur- 
chase stock in SBIC’s. 

Very truly yours, 


Roy I. ANprRSON, Secretary. 
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SMALL BUSINESS IMPROVEMENT Co., 
Billings, Mont., March 9, 1960. 
Mr. Rosert L. CARvon, 
Clerk of the Banking and Currency Committee, New House Office Building, 
Washington, D.C. 

Drar Mr. CARDON: We have your letter of February 18, 1960, requesting state- 
ments for the record for the committee hearings on the amendments to the Small 
Business Investment Act of 1958. 

We would favor the first change that you mentioned which would permit SBIC 
to furnish equity capital to small businesses in any form that they wish but we 
believe that this should be without SBA approval. This change would render 
itself to flexibility and it is important that these companies have more flexibility 
because in each lending situation there are different circumstances and to operate 
properly the management of an SBIC should be able to give proper weight to 
the various factors involved and then should be flexible enough to put together 
the proper kind of loan for that particular concern. 

With regard to the second item, we see no reason to eliminate the approval of 
the SBIC before a small business company can borrow from other sources. Ob- 
viously the SBIC will permit such borrowing if it is for the good of the small 
business Company and would result in solid growth. However, without this re- 
striction, it might be that the small business company could get in trouble by 
borrowing unwisely. 

With regard to the third item, we are very much in favor of eliminating the 
requirement that the small business company must purchase stock in an SBIC 
whenever the SBIC purchases its debentures. We have written the committee 
previously with regard to this but we think that this is the most important 
change that could be made in the present law. We rather doubt our ability to 
sell many small business concerns on a debenture-type loan as long as this 
provision remains. 

With regard to the amendment dealing with banks that are holding company 
subsidiaries, we are not well enough posted on what this would mean to make 
any comments. 

We wish to thank you for giving us an opportunity to present our views and 
hope that the above changes can be made. 

Yours very truly, 
T. N. Reynoxps, President. 


MASSACHUSETTS SMALL BUSINESS INVESTMENT Co., INC., 
Boston, Mass., March 10, 1960. 
Hon. WRIGHT PATMAN, 
Chairman, Subcommittee No. 3, Committee on Banking and Currency, 
New House Office Building, 
Washington, D.C. 


Dear Mr. ParMan: This letter is in response to your letter of February 18, 
1960, inviting Massachusetts Small Business Investment Co., Inc. to submit 
a statement regarding proposed legislation affecting small business investment 
companies. You mentioned in your letter five changes which would be brought 
about by 8S. 2611. Weare definitely in favor of three of these changes : 

(1) We are in favor of that section of S. 2611 which would amend the 
Bank Holding Company Act of 1956 to permit a bank which is a subsidiary 
of a bank holding company to invest up to 1 percent of its capital and surplus 
in a small business investment company even though the investment company is 
also a subsidiary of the same holding company. Your attention is respectfully 
called to the report of May 8, 1958, of the Board of Governors of the Federal 
Reserve System to the Congress recommending a change in section 6(b) of the 
Bank Holding Company Act which would permit such an investment in a small 
business investment company. 
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(2) We are in favor of legislation which would allow small business invest- 
ment companies to furnish equity to small business concerns in any form and 
which would remove the present statutory requirements that equity invest- 
ments be made only by the acquisition of convertible debentures. 

(3) We are also in favor of legislation which would eliminate the require- 
ment that when equity is furnished to a small business concern by means of 
the acquisition of convertible debentures such concern must purchase the stock 
of the small business investment company. 

(4) As for the fourth change mentioned in your letter, we are not in favor 
of legislation which would deny a small business investment company the flexi- 
bility of requiring a small business concern, as a condition of obtaining equity 
capital, to refinance its outstanding debt so that the small business invest- 
ment company would be its sole creditor. 

(5) Similarly, we do not favor the fifth change mentioned which would deny 
a small business investment company the right to prohibit a small business 
concern, as a condition of obtaining equity capital, from borrowing from other 
sources without the approval of the small business investment company. 

(6) In addition to the matters mentioned in your letter, we also favor legis- 
lation which would— 

(a) change the Internal Revenue Code of 1954 to allow a statutory 
tax deductible loss reserve similar to that now granted savings and loan 
associations ; 

(b) permit participation by small business investment companies in Small 
Business Administration loans under section 7 of the Small Business 
Act; 

(c) permit convertible debentures acquired by small business invest- 
ment companies to be secured by collateral ; 

(d@) increase the present statutory limit of Government loans to small 
business investment companies under section 303(b) of the Small Busi- 
ness Investment Act of 1958 from 50 percent of net worth to 100 percent 
or more; 

(e) permit the granting of restricted stock options to key personnel of 
the small business investment company ; 

(f) eliminate the requirement that convertible debentures of a small 
business concern must be callable in 90 days; 

(g) amend the Internal Revenue Code to allow small business invest- 
ment companies a deduction of 15 percent of the interest received by them 
on long-term loans; 

(h) permit corporations electing to be taxed as partnerships under the 
provisions of subchapter S of the Internal Revenue Code to issue their 
securities to small business investment companies without terminating said 
election ; 

(i) permit small business investment companies to declare capital gain 
dividends like those now declared by mutual funds; 

(j) exempt all small business investment companies from the provisions 
of the Investment Company Act of 1940; 

(k) authorize small business investment companies to acquire equity in- 
terests in unincorporated businesses and to participate in the profits of un- 
incorporated businesses. 

If you desire any further detail with respect to our view on the matters dis- 
cussed in this letter, please do not hesitate to communicate with us. 

Very truly yours, 

FRANCIS P. BRENNAN, 
Eevecutive Vice President. 


CONGRESS OF THE UNITED STATES, 
HOUSE OF REPRESENTATIVES, 
Washington, D.C., March 11, 1960. 
Hon. WRIGHT PATMAN, 
Chairman, Subcommittee No. 3, House Banking and Currency Committee, 
Washington, D.C. 

Dear Mr. CHAIRMAN: Copies of your notice of committee hearings on amend- 
ments to the Small Business Investment Corporation Act of 1958 were sent to 
two chambers of commerce within my district. 

Enclosed is a copy of the self-explanatory letter I have received today from 
the Rochester (N.Y.) Chamber of Commerce. It will be appreciated if the 
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views contained in this letter may be made a part of the record for considera- 
tion when your hearings are held. 

I also heard from the Newark (N.Y.) chamber as follows: 

“I am very happy to learn that the committee approves of liberalizing the 
Small Business Administration and it is my belief that with the important 
changes in the bill, the program will be more usable.” 

Incorporation of this statement into the pertinent record will also be ap- 
preciated. 

I will be most grateful for your assistance in this matter. 

Kindest regards. 

Very sincerely yours, 
JESSICA MCCULLOUGH WEIS. 


RocHESTER, N.Y., March 3, 1960. 


Hon. JESsicaA McC. WEIS, 
Congress of the United States, 
Washington, D.C. 

Dear Mrs. Weis: Lee McCanne has given me your letter regarding the Small 
Business Investment Act of 1958 under consideration for amendment by the 
Banking and Currency Committee. 

I have the following comments to make concerning each of the four proposed 
amendments on S. 2611 as outlined below: 

Change No. 1—Approve. The bill would allow small business investment 
corporation to furnish equity capital to small businesses in any form they wish, 
as long as the Small Business Administration approves. Under the act now, 
the transaction must be in the form of a convertible debenture. 

Change No. 2—Do not approve as interpreted here. A small business invest- 
ment corporation now has the right to require a small business concern, as a 
condition of obtaining equity capital, to refinance its outstanding debt so the 
small business investment corporation is its sole creditor. As a further condi- 
tion of obtaining assistance, small business concerns must now agree not to 
borrow from other sources without the small business investment corporation’s 
approval. The bill would eliminate these restrictions. 

Change No. 3—Approve. The act now requires a small business concern to pur- 
chase stock in any small business investment corporation from which it gets 
financial assistance. The bill eliminates this requirement. 

Shange No. 4—Noncommittal. 

Another amendment in S. 2611 would allow a bank that is a holding company 
subsidiary to invest up to 1 percent of its capital and surplus in any small 
business investment corporation even though the investment corporation is a 
subsidiary of the same holding company. 

Yours truly, 
Marcus N. BARBOUR, 
Director, Commerce and Industry Department. 


SBA RULES AND REGULATIONS 


PART 107—-SMALL BUSINESS INVESTMENT COMPANIES 


On October 29, 1958, notice of proposed rule making regarding the regulations 
governing the establishment and operation of small business investment com- 
panies chartered or licensed by Small Business Administration to operate under 
the Small Business Investment Act of 1958 and to carry out the provisions of 
said Act, was published in the Federal Register (23 F.R. 8351). After con- 
sideration of all such relevant matter as was presented by interested persons 
regarding the rules proposed, the regulations as so proposed with changes re- 
sulting from said consideration, are hereby adopted as set forth below. 

Due to the need for the prompt initiation and establishment of the program 
authorized under the Small Business Investment Act of 1958, the subject 
regulations shall become effective upon publication thereof in the Federal 
Register. 
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§ 107.102 Statutory provisions; statement of policy 


“STATEMENT OF POLICY 


“Sec. 102. It is declared to be the policy of Congress and the purpose of this 
act to improve and stimulate the national economy in general and the small- 
business segment thereof in particular by establishing a program to stimulate 
and supplement the flow of private equity capital and long-term loan funds 
which small-business concerns need for the sound financing of their business 
operations and for their growth, expansion, and modernization, and which are 
not available in adequate supply: Provided, however, That this policy shall be 
earried out in such manner as to insure the maximum participation of private 
financing sources. 

“It is the intention of the Congress that the provisions of this act shall be so 
administered that any financial assistance provided hereunder shall not result 
in a substantial increase of unemployment in any area of the country.” 

§ 107.102-1 Statement. (a) The Small Business Investment Act of 1958 
became law August 21, 1958. 

(b) The purpose of the act is to improve and stimulate the national economy 
in general and the small business segment thereof in particular. 

(c) This purpose is to be accomplished by the establishment of a program 
designed to stimulate and supplement the flow of private equity capital and 
long-term loan funds necessary for the sound financing of the business operations 
of small-business concerns and for their growth, expansion and modernization. 

(d) Under the program: 
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(1) SBA will select and approve (license) private corporations (chartered 
under State law or by SBA to conduct the activities described in subparagraph 
(2) of this paragraph) which shall thereupon become eligible for (i) financial 
assistance from SBA under the act, (ii) discretionary exemptions under the 
Securities Act of 1933 and the Trust Indenture Act of 1939, as well as a specified 
exemption under the Investment Company Act of 1940, (iii) such further benefits 
and privileges as may ever be provided by Federal or State laws for corporations 
licensed by SBA under the act, and (iv) tax benefits specified under the Tech- 
nical Amendments Act of 1958. The stockholders of such corporations are 
eligible also for tax benefits specified under the Technical Amendments Act of 
1958. 

REFERENCES 
1. Securities Act of 1953, 15 U.S.C.A., sees. 7T7a—-77aa. 
2. Trust Indenture Act of 1939, 15 U.S.C.A., sees. 77aaa—T7bbbb. 
3. Investment Company Act of 1940, 15 U.S.C.A., sees. S0a—1——80a—52. 
4. Securities and Exchange Commission Regulations issued pursuant to the above Acts 
relating to small business investment companies. See proposed Regulations E and Form 
N—5, Securities Act of 19233, Releases No. 3988 and 3989. 

5. Section 57, Technical Amendments Act of 1958, Public Law 85-866. 2 

6. Personal Holding Company Tax Section 541, Internal Revenue Code of 1954, 26 
U.S.C.A., sees. 541-547. 

7. Sections 1.541—1—-1.547—7 of the Income Tax Regulations of the Treasury Depart- 
ment (26 CFR 1.51-1 to 1.547-7) as amended. 

S. State incorporation laws. 

9. Bank Holding Company Act of 1956, 12 U.S.C.A., sees. 1841-1848. 

10. Regulations of the Federal Reserve Board under Bank Holding Company Act, 12 
CFR 222.1—-222.108, and in particular, Regulation 222.107. 


=~ 


(2) Private corporations will be chartered under State law or by SBA for 
the specific purpose of providing funds to small business concerns (as defined 
by SBA) through the purchase of convertible debenture bonds of such concerns 
and through the disbursement of long-term loans to such concerns. Such cor- 
porations will be authorized to provide consulting and advisory services to small 
business concerns on a fee basis for such services actually rendered. All of 
said activities will be subject to regulations prescribed by SBA. The corpora- 
tions will be examined by SBA and will make reports as and when required by 
SBA. 

(e) In the event SBA determines that a corporation (which it determines 
should be licensed) cannot be chartered under the laws of a State within the 
area in which it proposes to conduct its operations and operate in accordance 
with the purpose of the act, SBA can charter for operation in such area: pro- 
vided that no such company can be chartered by SBA after June 30, 1961. 

(f) The program will be administered in such a manner as to insure the 
maximum participation of private financing sources. 

(g) Any financial assistance provided under the act cannot result in a sub- 
stantial increase of unemployment in any area of the country. 

(h) The program will be administered by SBA through its Small Business 
Investment Division. 

(i) The provisions of section 16 of the Small Business Act are extended 
specifically to the functions under the Small Business Investment Act of 1958. 
That section requires that whoever makes a statement knowing it to be false, 
or willfully overvalues any security, for the purpose of obtaining for himself 
or for any applicant any loan, or extension thereof by renewal, deferment of 
action, or otherwise, or the acceptance, release, or substitution of security 
therefor, or for the purpose of influencing in any way the action of SBA, or for 
the purpose of obtaining money, property, or anything of value, shall be punished 
by fine or imprisonment or both. 


“DEFINITIONS 


“Sec. 103. As used in this act 

“(1) The term ‘Administration’ means the Small Business Administration: 

“(2) The term ‘Administrator’ means the Administrator of the Small Business 
Administration ; 

“(3) The terms ‘small business investment company’ and ‘company’ mean a 
small husiness investment company organized as provided in Title III, including 
(except for purposes of section 301 and section 308(f)) a State-chartered invest- 
ment company which has obtained the approval of the Administrator to operate 
under the provisions of this act as provided in section 309 and a company con- 
verted into 2 small business investment company under section 401 of this Act: 

“(4) The term ‘United States’ means the several States, the Territories of 
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ate and Hawaii, the District of Columbia, and the Commonwealth of Puerto 
co ; 

“(5) The term ‘small-business concern’ shall have the same meaning as in the 
Small Business Act; and 

“(6) The term ‘development companies’ means enterprises incorporated under 
State law with the authority to promote and assist the growth and develop- 
ment of small-business concerns in the areas covered by the their operations.” 

§ 107.103-1 Definitions. 

Act. “Act” means the Small Business Investment Act of 1958. 

Administrator. ‘Administrator’ means the Administrator of SBA. 

License. “License” means the grant (evidenced by a certificate issued to the 
Licensee and registered in the Washington office of SBA) by SBA to a Proposed 
Operator, in consideration of the representations and offers contained in the 
License Application, of authority to conduct its business, in the territory de- 
scribed in the License, in accordance with and subject to the provisions and 
purpose of the act and regulations of SBA prescribed thereunder; and includes 
the privilege of receiving financial assistance under the act and qualifies such 
Licensee and its stockholders for any and all other rights, privileges and benefits 
available to a Licensee and its stockholders under the provisions of the act or any 
other Federal or State laws. 

License Application. “License Application” means the request to SBA for a 
License, by the Proposed Operator, executed and submitted on SBA Form No. 
415, which shall incorporate by reference the Proposal as a part of said request. 

Licensee. “Licensee” means a corporation which: Is enfranchised and char- 
tered under State law, or by SBA under section 301(c) of the act, to conduct 
(in accordance with and subject to the provisions and purpose of the act and in 
accordance with and subject to regulations prescribed by SBA under the act) 
in the territory in which its operations are to be carried on, only the activities 
described under Title III of the act; has executed and submitted a License 
Application ; and, has been granted a License. 

Operating territory or area. “Operating territory,” “area in which opera- 
tions are to be carried on,” “areas in which Licensee operates,” and similar 
terms, mean the territorial area or areas in which a Licensee is authorized by 
the terms of its License to purchase convertible debenture bonds from, to make 
loans to, and to provide consulting and advisory services to any small business 
concern (regardless of the residence, domicile, place of business, or location 
of the property of such small business concern) so long as such purchase, loan 
or service does not constitute or involve doing business in any State not included 
in said territorial area or areas so as to require the Licensee to register or other- 
wise comply with the laws of such State as a foreign corporation. 

Proponents. “Proponents” means individuals or other entities which execute 
and submit a Proposal, including an investment company or State development 
company requesting approval for conversion under section 401(a) of the act. 

Proposal. “Proposal” means the information and representations contained 
in SBA Form No. 414, submitted by Proponents with the request that SBA con- 
sider the same and issue an approval for the Proponents to proceed with all ac- 
tion (including the incorporation or conversion of the Proposed Operator) nec- 
essary to qualify the Proposed Operator for execution and submission of a 
License Application. A Proposal is in effect a preliminary License Application 
(see definition of “License Application” ). 

Proposed Operator. “Proposed Operator’ means the company identified and 
described in a particular Proposal and recommended therein as a prospective 
Licensee. 

SBA. “SBA” means the Small Business Administration. 

SBID. “SBID” means the Small Business Investment Division of SBA. 

Small business concern. “Small business concern” means one which is inde- 
pendently owned and operated and not dominant in its field of operation. A par- 
ent company must be considered together with all of its affiliates in determining 
its eligibility as a small business concern. If a concern is a wholly-owned sub- 
sidiary of another concern or is under the control or the potential control of an- 
other concern other than a small business investment company, it shall be con- 
sidered an affiliate, and a concern may be an affiliate of another concern if both 
are owned or controlled by a third party other than a small business investment 
company. On a prima facie basis, a concern shall not be considered small if its 
stock is traded on an exchange, whether the exchange is registered with the 
Securities and Exchange Commission or is exempt. On a prima facie basis, a 
firm shall not be considered as small if its stock has an over-the-counter market. 
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Private sales made without a broker-dealer as an intermediary will not be con- 
sidered sales constituting a public market. A concern shall not be considered 
small if it has at any time within the past three years sold its securities through 
a public offering, whether or not registered under the rules and requirements of 
the Federal Securities and Exchange Commission for gross proceeds in excess of 
$300,000. A concern which has no stock, such as a partnership or proprietorship, 
or a corporation, the stock of which is not traded on an exchange or over the 
counter, shall not be considered as small if its total assets together with all of its 
affiliates amount to over $5 million, or if its total income after taxes, together 
with all of its affiliates, has averaged over $150,000 per annum during the past 
preceding three years as reported to the Internal Revenue Service. A concern 
which claims that it is small, notwithstanding the foregoing provisions, may ap- 
ply to the Small Business Administration, using SBA Form 355, for certification 
as a small business concern. Even though its stock has been sold through 
broker-dealers, a company may submit data as to the number of transactions, 
the number of shares sold and the number of shares transferred without con- 
sideration to support its claim that its stock does not have an over-the-counter 
market. Upon certification, a concern shall have the status of a small business 
concern for the purposes of the act and this part. 

State. “State” includes the several States, the Territories of Alaska and Ha- 
waii, the District of Columbia, and the Commonwealth of Puerto Rico. 

§ 107.201 Statutory provisions; establishment of Small Business Investment 
Division. 

“ESTABLISH MENT OF SMALL BUSINESS INVESTMENT DIVISION 


“Src. 201. There is hereby established in the Small Business Administration a 
division to be known as the Small Business Investment Division. The Division 
shall be headed by a Deputy Administrator who shall be appointed by the Admin- 
istrator, and shall receive compensation at the rate provided by law for other 
deputy administrators of the Small Business Administration. The powers con- 
ferred by this act upon the Administration shall be exercised by the administra- 
tion through the Small Business Investment Division and the powers herein con- 
ferred upon the Administrator shall be exercised by him through the Deputy 
Administrator appointed hereunder. In the performance of and with respect to 
the functions, powers, and duties vested by this act the Administrator and the 
Administration shall (in addition to any authority otherwise vested by this act) 
have the functions, powers, and duties set forth in the Small Business Act and 
the provisions of sections 13 and 16 of that act, insofar as applicable are extended 
to apply to the functions of the Administrator and the Administration under this 
act.” 

§ 107.201-1 Information, instructions and forms. Detailed printed informa- 
tion, instructions and SBID Forms covering the procedure and basic require- 
ments in the grant of a License, may be obtained from SBID through the Wash- 
ington or any Regional or Field Office of SBA. 

§ 107.201-2. Proposal. (a) A proposal shall be submitted on SBA Form No. 
414 to SBID through a Regional Office of SBA. = 

(b) The Proposal shall include and disclose without limitation— 

(1) The proposed name of the Proposed Operator ; 

(2) The place where its principal office is to be located ; 

(3) The locations of any branch offices or agencies proposed to be established 
within a sixty-day period after the issuance of a License; 

(4) The area or areas in which its operations are principally to be carried on 
(including the areas to be served by any branch offices or agencies) ; 

(5) The proposed source of its corporate franchise, with copies of its proposed 
articles of incorporation or other corporate authority, and its by-laws; 

(6) If necessary a request and justification for a charter from SBA under 
section 301(c) of the act (see paragraphs (e) and (f) of this section) : 

(7) Justification for the establishment of the Proposed Operator as a Licensee 
in the area or areas in which its operations are principally to be carried on 
(including the areas to be served by any branch offices or agencies) ; 

(8) Proposed operating plans and policies of the Proposed Operator as a 
Licensee ; 

(9) Details of the proposed capitalization of the Proposed Operator as a 
Licensee ; 

(10) Identification and background of the proposed officers and directors of 
the Proposed Operator ; 
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(11). A plan acceptable to SBA for the expansion of resources of the Proposed 
Operator through sale of its securities to investors, to insure the maximum par- 
ticipation of private financing sources; and 

(12) Such further matters as SBA may require by regulation or otherwise or 
which may be submitted by the Proponents as part of the Proposal. 

(c) In considering whether to issue a License to a Proposed Operator, due 
regard will be given among other things, to the need for financing of small busi- 
ness concerns of the type intended to be assisted by the Proposed Operator, pro- 
vided the License shall not grant to the Licensee any exclusive right in any area 
or areas set forth therein. 

(d) Counsel for the Proponents or Proposed Operator shall submit as a part 
of the Proposal his opinion that among other things, the Proposed Operator is 
or can be chartered under State law to conduct (in the territory in which its 
operations are to be carried on) only the activities described under Title III of 
the act, in accordance with and subject to the provisions and purpose of the act 
and in accordance with and subject to regulations prescribed by SBA under the 
act. 

(e) In the event the Proponents or Proposed Operator cannot obtain a charter 
from a State as required under § 107.301-1 and operate in accordance with the 
purpose of the act, SBA, upon submission of the evidence referred to hereafter 
will consider the grant of a charter to the Proposed Operator under the authority 
of section 301(c) of the act: Provided, however, That no such charter shall be 
granted by SBA after June 30, 1961. 

(f) To justify such consideration or issuance by SBA of such charter, the 
Proponents or Proposed Operator shall submit to SBA: (1) The original letters, 
opinions, instruments and any other written material evidencing the inability 
or refusal of the subject State or States to grant such charter or evidencing the 
inability to operate in accordance with the purpose of the act; and (2) the legal 
brief of counsel for the Proponents or Proposed Operator, covering the legal 
bases and opinion of such counsel with respect to said matter. 

(gz) Immediately upon receipt of SBID of each Proposal, SBID shall register, 
assign an identification number thereto, and acknowledge receipt of the same. 

(h) The submission of a Proposal shall constitute an authority to SBA to 
proceed with the consideration thereof and to conduct without liability to SBA 
or anyone acting for or on behalf of SBA, any investigations and inquiries with 
respect to any or all matters, individuals or other entities referred to in the 
Proposal, as may be determined by SBA. 

(i) After consideration of a Proposal SBA shall notify the Proponents either : 

(1) That the Proponents may proceed with all action necessary to qualify the 
Proposed Operator for execution and submission of a License Application, which 
action shall be completed and a License Application submitted by the Proposed 
Operator within 90 days from the date of said notice from SBA, unless such 
period is extended by SBA and SBA shall be committed by said approval to issue 
a license if the terms and conditions of the approved proposal are completed ; or 

(2) That such Proposal is insufficient 

(i) If, in the opinion of SBA, the sufficiency of such Proposal cannot be estab- 
lished through further information or action, SBA shall close the same and so 
notify the Proponents. 

(ii) If, in the opinion of SBA, the sufficiency of such Proposal may be estab- 
lished through further information or action, SBA shall simultaneously with 
such notice allot a period of time within which the Proponents may endeavor to 
establish the sufficiency of such Proposal and resubmit the same. 

(iii) A resubmitted Proposal which is again determined by SBA to be insuffi- 
cient or a rejected Proposal which is not resubmitted within any such allotted 
period. shall be closed permanently by SBA and the Proponents so notified. 

§ 107.201-3 License Application. (a) A License Application may be submitted 
upon SBA Form No. 415 by the Proposed Operator only after issuance by SBA 
of the notice referred to under § 107.201—2(i) (1) and in accordance with instruc- 
tions contained in such notice. Such License Application shall be submitted 
within 90 days after issuance of said notice. 

(b) SBA Form No. 415 shall contain all information and evidence required 
by SBA to qualify the Proposed Operator as a Licensee. The License Applica- 
tion shall contain the offer of the Proposed Operator to SBA to conduct in its 
proposed operating territory, immediately upon the grant of a License to the 
Proposed Operator, the activities described under Title III of the act in accord- 
ance with and subject to the provisions and purpose of the act and in accordance 
with and subject to regulations prescribed by SBA under the act. 
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(c) After submission of a License Application SBA will issue a License to the 
Proposed Operator if the representations, terms and conditions of the Proposal 
and any additional matters set forth in the notification by SBA to proceed are 
fully and exactly complied with. 

§ 107.2014 Preliminary approval of corporate instruments and proceedings. 
Unless and until SBA gives written notice to the Proponents that it does not 
object to the instruments and proceedings contemplated for use in the organi- 
zation or qualification of the Proposed Operator as a Licensee, said Proponents 
should not take any final action to conclude any such organization and qualifi- 
cation. 

§$ 107.201-5 Prerequisites for issuance of License. Prior to or simultaneously 
with the issuance of a License, each Proposed Operator shall have: 

(a) Executed and submitted a License Application. 

(b) Received a Corporate Charter or franchise under State laws or from SBA 
under section 301(c) of the act, to operate as a Licensee. 

(c) Submitted evidence satisfactory to SBA that it has a paid-in capital and 
surplus equal to at least $300,000 in cash (exclusive of organizational expenses ) 
on hand or in escrow contingent solely on the issuance of a License, as required 
by section 302(a) of the act (including any commitment of SBA as described 
under § 107.302-1); except that in the case of an investment or development 
company converted pursuant to subsections (a) and (b) of section 401 of the 
act, the net value, as determined by SBA, of any assets of such company consist- 
ing of debenture bonds of or loans to small business concerns (not in excess of 
the limitations specified in section 306 of the act) which SBA determines are 
qualified under sections 304 and 305 of the act, shall satisfy such cash require- 
ment to the extent of such valuation. 

§ 107.201-6 Identification of Licensee. (a) The corporate name shall be such 
as to adequately inform interested parties and the public of the purpose and 
function of said company. Such corporate name shall not include the words 
“United States”, “National”, “Federal”, “Reserve” or “Government.” The name 
shall not be so similar to that of another organization as to imply association 
with any other organization without prior approval from such organization. 

(b) Each Licensee shall display its original License in a prominent place 
in or about its principal office; and a copy thereof shall be displayed likewise 
in or about any branch office or agency. 

(ec) Advertisements, annual statements, solicitations to investors or any com- 
munication made by or at the behest of a Licensee intended as a public statement 
by said Licensee shall identify that Licensee as “A Federal Licensee Under the 
Sinall Business Investment Act of 1959.” 

§ 107.201-7 Branch offices and agencies. A Licensee shall not establish any 
branches or agencies except with the prior approval of SBA. If the establish- 
ment of such branch or agency does not occur within 60 days of such approval, 
such approval will be withdrawn. 

§ 107.301 Statutory provisions; organization of small business investment 
companies; approving State chartered companies for operations under this act; 
conwersion of investment and development companies. 


“ORGANIZATION OF SMALL BUSINESS INVESTMENT COMPANIES 


“Sec. 301. (a) Small business investment companies may be formed for the 
purpose of operating under this act by any number of persons, not less than 10, 
who shall subscribe to the articles of incorporation of any such company: Pro- 
vided, That no such company shall be chartered by the Administration under 
this section in any State unless the Administration determines that investment 
companies cannot be chartered under the laws of such State and operate in 
accordance with the purpose of this act: Provided further, That no such com- 
pany shall be chartered by the Administration under this section after June 30, 
1961. 

“(b) The articles of incorporation of any small business investment company 
shall specify in general terms the objects for which the company is formed, the 
name assumed by such company, the area or areas in which its operations are 
to be carried on, the place where its principal office is to be located, and the 
amount and classes of its shares of capital stock. Such articles may contain any 
other provisions not inconsistent with this act that the company may see fit to 
adopt for the regulation of its business and the conduct of its affairs. Such 
articles and any amendments thereto adopted from time to time shall be subject 


to the approval of the Administration. 
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“(c) The articles of incorporation and amendments thereto shall be forwarded 
to the Administration for consideration and approval or disapproval. In deter- 
mining whether to approve the establishment of such a company and its proposed 
articles of incorporation, the Administration shall give due regard, among 
other things, to the need for the financing of small-business concerns in the 
area in which the proposed company is to commence business, the general char- 
acter of the proposed management of the company, the number of such com- 
panies previously organized in the United States, and the volume of their opera- 
tions. After consideration of all relevant factors, the Administration may in its 
discretion approve the articles of incorporation and issue a permit to begin 
business. 

“(d) Upon issuance of such permit, the company shall become and be a body 
corporate, and as such, and in the name designated in its articles shall have 
power— 

“(1) To adopt and use a corporate seal ; 

“(2) To have succession for a period of thirty years, unless extended as 
provided in section 308(f), or unless sooner dissolved by the act of the share- 
holders owning two-thirds of the stock or by an Act of Congress, or unless its 
franchise becomes forfeited by some violation of law or regulation issued here- 
under ; 

“(3) To make contracts ; 

“(4) To sue and be sued, complain, and defend in any court of law or equity ; 

“(5) By its board of directors, to appoint such Officers and employees as may 
be deemed proper, define their authority and duties, fix their compensation, re- 
quire bonds of such of them as it deems advisable and fix the penalty thereof, 
dismiss such officers or employees, or any thereof, at pleasure, and appoint others 
to fill their places ; 

“(6) To adopt bylaws regulating the manner in which its stock shall be trans- 
ferred, its officers and employees appointed, its property transferred, and the 
privileges granted to it by law exercised and enjoyed ; 

“(7) To establish branch offices or agencies subject to the approval of the 
Administration ; 

“(8) To acquire, hold, operate, and dispose of any property (real, personal, 
or mixed) whenever necessary or appropriate to the carrying out of its lawful 
functions; 

“(9) To act as depository or fiscal agent of the United States when so desig- 
nated by the Secretary of the Treasury ; 

“(10) To operate in such area or areas as may be specified in its articles of 
incorporation and approved by the Administration ; and 

“(11) To exercise the other powers set forth in this Act and such incidental 
powers as may reasonably be necessary to carry on the business for which the 
company is established. 

“(e) The board of directors of each small business investment company shall 
consist of nine members who shall be elected annually by the holders of the 
shares of stock of the company. 

“Sec. 308. * * * (f) Any small business investment company may at any time 
within the two years next previous to the date of the expiration of its corporate 
existence, by a vote of the shareholders owning two-thirds of its stock, apply to 
the Administration for approval to extend the period of its corporate existence 
for a term of not more than thirty years, and upon approval of the Administra- 
tion, as provided in section 301 hereof, such company shall have its corporate 
existence extended for such approved period unless sooner dissolved by the act 
of the shareholders owning two-thirds of its stock, or by an Act of Congress or 
unless its franchise becomes forfeited as herein provided. 


“APPROVING STATE CHARTERED COMPANIES FOR OPERATIONS UNDER THIS ACT 


“Sec. 309. Any investment company chartered under the laws of any State 
expressly for the purpose of operating under this act may with the approval of 
the Administrator be permitted to operate under the provisions of this act. Such 
approval shall be given with due regard to the factors specified in section 301(c) 
with respect to organization of small business investment companies. 


“CONVERSION OF INVESTMENT AND DEVELOPMENT COMPANIES 


“Sec. 401. (a) Prior to July 1, 1961, any investment company or any State 
development company may, by the vote of the shareholders owning not less 
than 51 percent of the capital stock of such company, with the approval of the 
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Administration, be converted into a small business investment company under 
this act; except that nothing contained herein shall be construed to supersede 
the laws of any State. 

“(b) In such case the articles of association and organization certificate may 
be executed by a majority of the directors of the corporation, and the certificate 
shall declare that the owners of 51 percent of the capital stock have authorized 
the directors to make such certificate and to change or convert the corporation 
into a small business investment company. A majority of the directors, after 
executing the articles of association and the organization certificate, shall have 
power to execute all other papers and to do whatever may be required to make 
its organization perfect and complete as a small business investment company. 
The shares of any such company may continue to be for the same amount each 
as they were before the conversion, and the directors, regardless of number, may 
continue to be directors of the corporation until the election of the board of 
directors is held in accordance with regulations of the Administration. 

“(c) When the Administration has given to such company a certificate that 
the provisions of this act have been complied with, such company shall have the 
same powers and privileges and shall be subject to the same duties, liabilities, 
and regulations, in all respects, as are prescribed by this act for companies 
originally organized as small business investment companies.” 

§ 107.301-1 Charter requirements. The charter of a Licensee shall constitute 
a grant of being or continued existence as a corporate entity, by a State or SBA, 
in the form of a permit or certificate of incorporation or amendment or other- 
wise, with the specific and sole powers and authority recited below. In the case 
of a Charter issued by a State, such powers and authority can be expressed and 
granted in any manner consistent with the laws of such State and requirements 
of the State officials charged with such responsibilities, provided that each 
such charter shall contain the following provision : 

“This corporation is organized and chartered expressly for the purpose of 
operating under the Small Business Investment Act of 1958 and will operate in 
the manner and shall have the powers, responsibilities and be subject to the 
limitations provided by said act and the regulations issued by the Small Business 
Administration thereunder.” 

Said powers and authority shall be as follows: 

(a) To act under a particular name; 

(b) To issue a maximum number of shares of one or more types of its stock 
for a minimum amount of cash; 

(c) To borrow money and issue its debenture bonds, promissory notes, or 
other obligations under such general conditions and subject to such limitations 
and regulations as SBA may prescribe; 

(d) To provide capital to small-business concerns (as defined by SBA) only 
through the purchase of debenture bonds of such concerns, bearing interest and 
containing terms approved by SBA, and under the rights, options, agreements 
and conditions recited in section 304(b) (2) and (8), (ce) and (d) of the act; 
with the right to sell or dispose of such bonds, including any stock resulting 
from the conversion thereof, in such manner and under such terms and conditions 
as the Licensee shall determine ; 

(e) To make long-term loans (as defined by SBA) to small-business concerns 
(as defined by SBA) for the purposes and in the manner and subject to the 
conditions described in section 305 of the act; with the right to sell or dispose of 
such loans in such manner and under such terms and conditions as the Licensee 
shall determine ; 

(f) To acquire and make commitments for obligations and securities of a 
Single enterprise only within the limitations established by section 306 of the 
act, unless such limitations are waived by SBA; 

(g) To undertake its operations in cooperation with banks or other financial 
institutions, as contemplated under section 308(a) of ‘the act; 

(h) To provide consulting and advisory services to small business concerns 
on a fee basis; 

(i) To invest funds not reasonably needed for its current operations only in 
direct obligations of, or obligations guaranteed as to principal and interest by 
the United States Government ; 

(j) To conduct its operations in accordance with and subject to regulations 
prescribed by SBA; 

(k) To submit to and pay for examinations made by direction of SBA by ex- 
aminers selected, employed or approved by SBA; 
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(1) To make reports to SBA at such times and in such form as SBA may 
require ; 

(m) To conduct its operations in a specified area or areas, without limita- 
tion, however, as to the residence, domicile, or place of business of parties with 
which it transacts its business or otherwise deals ; 

(n) To regulate its business and conduct its affairs in a manner not incon- 
sistent with the act and regulations prescribed by SBA thereunder ; 

(o) To adopt and use a corporate seal ; 

(p) To have succession for a period of at least thirty years, subject to dis- 
solution by the shareholders owning two-thirds of the stock or by act of Congress, 
in the case of a charter issued by SBA, and subject to dissolution in accordance 
with State law in the case of a charter issued by a State, and subject to for- 
feiture of its License for violation of law or of regulation issued under the act, 
as well as its franchise in the case of a charter issued by SBA; 

(q) To make contracts ; 

{r) To sue and be sued, complain, and defend in any court of law or equity ; 

(s) By its board of directors, to appoint such officers and employees as may 
be deemed proper, define their authority and duties, fix their compensation, 
require bonds of such of them as it deems advisable and fix the penalty thereof, 
dismiss such officers or employees, or any thereof, at pleasure, and appoint 
others to fill their places ; 

(t) To adopt bylaws regulating the manner in which its stock shall be trans- 
ferred, its officers and employees appointed, its property transferred, and the 
privileges granted to it by law exercised and enjoyed. , 

(u) To maintain a principal office (which shall be designated in its Articles) 
and to establish branch offices or agencies within its operating territory, subject 
to the approval of SBA, provided however, that, in the case of a corporation 
organized under the laws of a State, whether to obtain a grant of power and 
authority from the State to establish branch offices or agencies shall be optional 
with the incorporators ; 

(v) To acquire, hold, operate, and dispose of any property (real, personal. or 
mixed) whenever necessary or appropriate to the carrying out of its lawful 
functions: 

(w) To exercise such incidental powers as may reasonably be necessary to 
carry out the business for which the corporation is established. 

§ 107.301-2 Source of charter. (a) The charter of a Licensee shall be ob- 
tained from the State in which the Licensee operates or if the Licensee oper- 
ates in more than one State said charter shall be obtained from any State 
within the entire area or areas in which the Licensee operates. 

(b) A Licensee conducting operations beyond the jurisdiction of the State 
from which it receives its charter, shall obtain authority or otherwise be en- 
titled to conduct its activities in such other State or States in accordance with 
the provisions of its charter, the act and regulations prescribed thereunder. 

(c) SBA will consider the grant of a charter to a Proposed Operator only 
if the Proponents or Proposed Operator cannot obtain a charter from a State. 
as aforesaid, as required under § 107.301—1 and operate in accordance with the 
purpose of the act. 

§ 107.301-8 Organization of a Licensee. (a) A Proposed Operator which 
receives its charter from a State shall conform to the laws of such State with 
respect to the number and qualification of incorporators and directors. 

(b) A Proposed Operator which applies for a charter from SBA under sec- 
tion 301(c) of the act, shall be formed by any number of individuals or other 
entities, not less than ten, who shall subscribe to its articles of incorporation. 
The board of directors of such corporation shall consist of nine members who 
shall be elected annually by its shareholders. 

(c) An investment or State development company which is in process of con- 
version under Title IV of the act, and which cannot obtain an amendment to 
its charter in order to qualify for a License, may, with the consent of SBA, exe- 
cute its articles of incorporation for a charter to be issued by SBA and any 
other papers required by SBA, through a majority of the directors of such in- 
vestment or development company; and the directors of such company, regard- 
Jess of number, may continue to be directors of such Licensee until the first 
annual stockholders meeting, at which meeting nine directors shall be elected. 
Thereafter, the board of directors of such Licensee shall consist of nine 
members. 

(d) Any charter issued by SBA under section 301(c) of the act in connection 
with the conversion of an investment or State development company under 
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Title IV of the act, shall constitute the certificate referred to under section 
401(¢) of the act; which charter shall issue only if such company cannot obtain 
from a State within its proposed operating area or areas an amended or other 
corporate franchise which would qualify such company for execution and sub- 
mission of a License Application. 

§ 107.301-4 Submission of License Application involving SBA charter. In 
the event SBA complies with the request in a Proposal to authorize the execu- 
tion and submission of a License Application by a Proposed Operator to be 
chartered by SBA under section 801(c) of the act, such License Application 
shall be ratified by such licensee immediately upon issuance of said charter and 
such charter shall be issued subject to such ratification. 

§ 107.301-5 Necessity for and nature of License. Only upon issuance by 
SBA of a License to a Proposed Operator, whether chartered by a State or 
SBA, sball such corporation be authorized to operate under the act. A License 
is not transferrable in any manner. 

§ 107.301-6 Fees for License and SBA charter. (a) A License fee of $100 
shall be paid to SBA by a Licensee, simultaneously with the issuance of its 
License. 

(b) In addition, a charter fee of $150 shall be paid to SBA by any Licensee 
chartered by SBA under the authority of section 301(c) of the act, simul- 
taneously with the issuance thereof. 

§107.301-7 Surrender of License or SBA charter. A Licensee may apply to 
SBA for surrender of its License or SBA charter. Such surrender may be au- 
thorized under such conditions as may be required by SBA in connection there- 
with. 

§ 107.802 Statutory provisions; capital stock and subordinated debentures. 


“CAPITAL STOCK AND SUBORDINATED DEBENTURES 


“Sree. 302. (a) Each company authorized to operate under this act shall have 
a paid-in capital and surplus equal to at least $300,000. In order to facilitate the 
formation of small business investment companies, the Administration is hereby 
authorized, notwithstanding any other provisions of law, to purchase the de- 
bentures of any such company in an amount equal to not more than $150,000. 
Any debentures purchased by the Administration under this subsection shall be 
subordinate to any other debenture bonds, promissory notes, or other obligations 
which may be issued by such companies, and shall be deemed a part of the capital 
and surplus of such companies for purposes of this section and sections 308(b) 
and 306 of this act. 

“(b) Shares of stock in small business investment companies shall be eligible 
for purchase by national banks, and shall be eligible for purchase by other mem- 
ber banks of the Federal Reserve System and nonmember insured banks to the 
extent permitted under applicable State law, except that in no event shall any 
such bank hold shares in small business investment companies in an amount ag- 
gregating more than 1 percent of its capital and surplus. 

“(c) The aggregate amount of shares in any such company or companies which 
may be owned or controlled by any stockholder or by any group or class of 
stockholders may be limited by the Administration. 

§ 107.302-1 Initial capital and surplus of Licensee (a) As a condition to the 
issuance of a License, the Proposed Operator shall have a paid-in capital and 
surplus in cash, as required under § 107.201-—5(¢). 

(b) The management of a licensee shall encourage the maximum investment 
therein of private funds. 

(c) To the extent that cash funds are not available to a Licensee from private 
sources to provide any amount of said initial minimum capital and surplus in 
excess of $150,000, SBA, upon request contained in the License Application, may 
purchase or agree to purchase debentures of such Licensee in an amount equal 
to such deficiency but not in excess of $150,000. Any such debentures (which 
may be prepaid by Licensee without penalty) so purchased by SBA under the 
provisions of section 302(a) of the act shall be subordinate to any other deben- 
ture bonds, promissory notes, or other obligations which may be issued by such 
Licensee as determined by SBA, and while treated and accounted for as a debt 
transaction, shall be deemed a part of the paid-in capital and surplus of such 
Licensee for the statutory purposes of sections 302(a), 303(b), and 306 of the act. 

(ad) ‘The unavailability of such cash funds from private sources shall be 
deemed to exist upon submission by the Proposed Operator of a certificate that 
such funds are not available for the subject venture. 
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(e) Any such subordinated debentures of a Licensee purchased under section 
802(a) of the act shall contain such terms and conditions, including provisions 
with respect to subordination, as shall be determined by SBA. Such debentures 
shall be purchased from only one Licensee among Licensees having substantially 
the same beneficial ownership. Interest upon the amount of such debentures 
shall be at the rate of 5 percent per annum, and amortization shall commence 
at the beginning of the second half of the term thereof. Maturities shall not 
exceed twenty years. 

(f) The agreement of SBA to purchase any such subordinated debentures of 
a Licensee to provide funds to satisfy the initial minimum capital and surplus 
requirements of a Licensee, under and in accordance with the provisions of sec- 
tion 302(a) of the act, shall constitute the equivalent of cash in an amount equal 
to the amount of such SBA commitment, which amount shall thereupon be deemed 
to be paid in as a part of the initial minimum capital and surplus of such 
Licensee for the statutory purposes of sections 302(a), 303(b) and 306 of the 
act. A commitment charge at the rate of one-twelfth of one percent of the 
principal amount of the commitment outstanding for each thirty-day period 
shall be paid to SBA by such Licensee beginning with the first day after the 
first thirty days following such commitment. Disbursement of such commit- 
ment shall be requested by the Licensee at any time prior to the end of one year 
but such commitment shall be reduced to the extent private equity funds are 
acquired for such purpose prior to any disbursement by SBA on account of such 
commitment. 

§ 107.302-2 Consideration for stock of Licensee. Shares of stock of any class 
in a Licensee shall be issued by the Licensee only in consideration for the 
simultaneous payment of cash to the Licensee or as stock dividends; but not 
for services, property or any other non-cash consideration. 

§ 107.302-3 Disclosure and stockholder protection. The management of a 
Proposed Operator or Licensee shall keep current financial records in acecord- 
ance with generally accepted accounting principles and shall make a full and 
complete disclosure to its investors and shareholders of all matters with respect 
to the Proposed Operator or Licensee. The Licensee shall submit to its share- 
holders and to SBA an interim report containing financial statements covering 
the operations of the first six months of each fiscal year, and shall submit at the 
end of each fiscal year, a report containing financial statements for the year and 
an opinion thereon by an independent Certified Public Accountant based on an 
audit conducted in accordance with generally accepted auditing standards. 

§ 107.303 Statutory provisions; borrowing power. 
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“BORROWING POWER 


“Spec. 303. (a) Each small business investment company shall have authority to 
borrow money and to issue its debenture bonds, promissory notes, or other obli- 
gations under such general conditions and subject to such limitations and 
regulations as the Administration may prescribe. 

“(b) To encourage the formation and growth of small business investment com- 
panies, the Administration is authorized to lend funds to such companies through 
the purchase of their obligations which shall bear interest at such rate, and 
eontain such other terms, as the Administration may fix. The total amount of 
obligations purchased and outstanding at any one time by the Administration 
under this subsection in any one company shall not exceed 50 percent of the paid- 
in capital and surplus of such company.” 

§ 107.303-1 Conditions and limitations upon borrowing power of Licensee. 
(a) Without the prior consent of SBA, the ratio of the total amount of out- 
standing indebtedness of a Licensee to the paid-in capital and surplus (includ- 
ing the unpaid balance due SBA under any debentures acuired under section 
302(a) of the act) of such Licensee shall not exceed four to one. 

(b) The Proposal shall set forth in detail the policy, plans, and all other 
information with respect to prospective borrowings, if any, to be made by a Pro- 
posed Operator as a Licensee from any source other than SBA. 

§.107.303-2 SBA operating loans to Licensees. (a) To the extent that a 
Licensee is unable to borrow or otherwise secure operating funds from private 
sources, SBA may lend or agree to lend to such Licensee funds for such purpose 
up to a total amount outstanding at any one time not in excess of fifty per cent 
of the paid-in capital and surplus of such Licensee, including as a part of such 
capital and surplus any outstanding balance due SBA under subordinated de- 
bentures purchased by SBA under the provisions of section 302(a) of the act. 

(b) The unavailability of such funds from private sources shall be deemed to 
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exist upon submission to SBA’ by the Licensee of a certificate that the same are 
not available for such purpose. 

(c) Such loans may be prepaid at any time without penalty. Interest upon 
such loans shall be at the rate of five per cent per annum and the maturities 
thereof shall not exceed twenty years: Provided however, That SBA in its dis- 
cretion, may renew or extend the maturity thereof. In the absence of an 
amortization plan by the borrower satisfactory to SBA, said loans shall begin 
amortization during the final half of the term thereof. Any such loan or loans 
made by SBA under the authority of section 303(b) of the act shall contain 
such further terms and conditions as shall be determined by SBA. 

§ 107.308-3 Purpose and loan requirements. The Management of a Licensee 
should plan to use loan funds available under section 303(b) as a source of 
funds which may be obtained, repaid and obtained again as needed to protect its 
interest in its investments and loans until paid-in capital is available from pri- 
vate sources, thus obviating the necessity which would otherwise exist of main- 
taining substantial amounts of uninvested cash for such purposes. Loans under 
this section may be obtained by a Licensee in furtherance of its stated invest- 
ment and loan policy. Disbursement of any such loans will be subject to the 
execution and delivery of the certificate required by § 107.308-2. 

§ 107.304 Statutory provisions; provision of equity capital for small-business 
concerns. 


“PROVISION OF EQUITY CAPITAL FOR SMALL-BUSINESS CONCERNS 


“Sec. 304. (a) It shall be a primary funetion of each small business invest- 
ment company to provide a source of needed equity capital for small-business 
concerns in the manner and subject to the conditions described in this section. 

“(b) Capital shall be provided by a company to a small-business concern 
under this section only through the purchase of debenture bonds (of such con- 
cern) which shall— 

“(1) Bear interest at such rate, and contain such other terms as the com- 
pany may fix with the approval of the Administration. 

“(2) Be callable on any interest payment date, upon three months’ notice, 
at par plus accrued interest ; and 

“(3) Be convertible at the option of the company, or a holder in due course, 
up to and including the effective date of any call by the issuer, into stock of the 
small-business concern at the sound book value of such stock determined at the 
time of the issuance of the debentures. 

“(c) Before any capital is provided to a small-business concern under this 
section— 

“(1) The company may require such concern to refinance any or all of its 
outstanding indebtedness so that the company is the only holder of any evidence 
of indebtedness of such concern; and 

“(2) Except as provided in regulations issued by the Administration, such 
concern shall agree that it will not thereafter incur any indebtedness without 
first securing the approval of the company and giving the company the first 
opportunity to finance such indebtedness. 

“(d) Whenever a company provides capital to a small-business concern under 
this section, such concern shall be required to become a stockholder-proprietor 
of the company by investing in the capital stock of the company, in an amount 
equal to not less than 2 percent nor more than 5 percent of the amount of the 
capital so provided, in accordance with regulations prescribed by the Adminis- 
trator.” 

§ 107.304-1 Sale and purchase of convertible debentures. (a) Each Licensee 
shall constitute a source of funds for the purchase of convertible debentures to 
provide for the sound, long-term financing of the operations growth, expansion 
and modernization of small-business concerns. 

(b) All such convertible debentures shall have stated maturities of not less 
than 5 years and shall be callable by the issuer on any interest payment date, 
upon three months’ notice, at the face value thereof plus accrued interest thereon, 
and shall contain an option for the original holder or any holder in due course 
thereof, to convert the same into stock of the small business concern, at any 
time up to and including the effective date of any call thereof by the small 
business concern. 

(c) Said convertible debentures shall be convertible into the number of shares: 
of stock of such small business concern, of an agreed type representing a total 
value equal to the face value of the convertible debentures being converted. 
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(d) The value per share of said stock shall be the sound book value thereof, 
determined at the time of the issuance of said convertible debentures. Book 
value shall be determined in accordance with generally accepted accounting prin- 
ciples, and sound book value may be arrived at through consideration of all 
pertinent factors including the actual value of the assets of said small business 
eoncern and the relationship of the earnings of such concern to its invested 
eapital. 

(e) Two or more Licensees may participate in the purchase of such convert- 
able debentures, provided that a single Licensee does not exceed the limitations 
imposed by § 107.306-1. 

(f) The rate of interest stated in any such convertible debentures shall not 
exceed the maximum rate, if any, applicable to such transaction under local 
law. In the event such a maximum rate does not exist, the maximum rate of 
interest which will be stated in any such convertible debentures shall be estab- 
lished by such Licensee and set forth in the Proposal for the approval of SBA. 

(zg) Any Licensee may require that a small business concern agree as a condi- 
tion of purchasing convertible debentures of such concern, that such small busi- 
ness concern will not incur any additional indebtedness after such purchase and 
while the debentures remain outstanding, without.securing the prior approval of 
‘such Licensee and giving such Licensee the first opportunity to finance such 
additional indebtedness: Provided, however, That the Licensee shall allow 
appropriate exceptions for open account or other short-term credit. 

(h) Simultaneously with each delivery of and payment for any such con- 
vertible debentures (in full or partial performance of an agreement between 
the small business concern and a Licensee under which a specified amount of 
such bonds shall be issued), the small business concern shall purchase eapital 
stock of such Licensee (at a price per share established by such Licensee with 
the concurrence of such concern) in an amount equal to two percent of the 
amount of bonds delivered until $50,000 is paid by such Licensee on aceount of 
the total amount of bonds to be delivered in performance of said arrangement, 
and thereafter in an amount equal to three percent of the amount of bonds de- 
livered until $100,000 is paid by such Licensee on account of said total amount 
of bonds to be delivered in performance of said arrangement, and thereafter the 
amount of such stock to be purchased shall equal five percent of the amount of 
bonds delivered in performance of said arrangement: Provided, however, That 
a Licensee which is not indebted to SBA may issue such capital stock with a 
repurchase option, which may be exercised in not less than 30 days at the price 
paid per share. A Licensee shall not repurchase such capital stock so long as the 
Licensee is indebted to SBA. Small business concerns may, however, sell such 
capital stock at any time subject to the repurchase option, if any. 

(i) Section 304(b)(1) of the act requires that SBA approve all terms fixed 
by the Licensee in addition to those prescribed elsewhere in this section. This 
requirement of the act will be satisfied by the inclusion in the Proposal for the 
prior approval of SBA of the standard terms, provisions and conditions, includ- 
ing the initial pricing policy, intended to be imposed by a Licensee generally in 
connection with the purchase of convertible debentures from small business con- 
cerns. However, under the free principles of the marketplace, a Licensee and 
small business concerns may negotiate the specific terms and conditions ap- 
plicable to the financing of the particular small business concern without ob- 
taining the participation in such negotiation or approval of SBA for each trans- 
action, and may negotiate any special terms and conditions that are reasonably 
applicable to the situation without approval of SBA unless such special terms 
and conditions constitute a major variance from the policies of the Licensee 
stated in its Proposal and previously approved by SBA. The agreement on such 
special terms and conditions may be made conditional on approval from SBA. 
Requests for approval of any such special terms and conditions will receive 
prompt consideration and decision by SBA. (See also § 107.308-7(c).) 

§ 107.305 Statutory provisions; long-term loans to small-business concerns. 


“LONG-TERM LOANS TO SMALL-BUSINESS CONCERNS 


“Sec. 305. (a) Each company is authorized to make loans, in the manner and 
subject to the conditions described in this section, to incorporated and unin- 
corporated small-business concerns in order to provide such concerns with funds 
needed for sound financing, growth, modernization, and expansion. 

“(b) Loans made under this section may be made directly or in cooperation 
with other lending institutions through agreements to participate on an im- 
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mediate or deferred basis. In agreements to participate in loans on a deferred 
basis under this subsection, the participation by the company shall not be in 
excess of 90 per centum of the balance of the loan outstanding at the time of dis- 
bursement. 

“(e) The maximum rate of interest for the company’s share of any loan made 
under this section shall be determined by the Administration. 

“(d) Any loan made under this section shall have a maturity not exceeding 
twenty years. 

“(e) Any loan made under this section shall be of such sound value, or so 
secured, as reasonably to assure repayment. 

“(f) Any company which has made a loan to a small-business concern under 
this section is authorized to extend the maturity of or renew such loan for addi- 
tional periods, not exceeding ten years, if the company finds that such extension 
or renewal will aid in the orderly liquidation of such loan.” 

§ 107.305-1 Long-term loans by Licensee to small-business concerns. (a) 
Bach Licensee shall constitute also a source of funds for long-term loans for the 
sound financing of the operations, expansion and modernization of small-business 
concerns. Such loans shall not provide any right in a Licensee to acquire any 
stock or other proprietary interest in the borrower, except through the medium 
of collateral security. 

(b) Any such loan made by a Licensee to a small-business concern shall pro- 
vide for a maturity of not less than five years; except that loans for terms of 
less than five years may be made to a borrower which has previously received 
a long-term loan or has issued convertible debentures to such Licensee, when 
necessary to protect the interests of a Licensee in such long-term loan, con- 
vertible debentures or stock. 

(ec) Payment of all or any part of such loans may be anticipated by the bor- 
rower on any interest payment date. 

(dad) Any such loan shall have a maturity of not exceeding twenty years; and 
such loans shall be of such sound value, or so secured, as reasonably to assure 
repayment. The Licensee may extend the maturity of or renew any such loan 
for additional periods, not exceeding ten years, if the Licensee finds that such 
extension or renewal will aid in the orderly liquidation of such loan. 

(e) The rate of interest for a Licensee’s share of any loan to a small-business 
concern shall not exceed the maximum rate, if any, applicable to such loan under 
local law. In the event such a maximum rate does not exist, the maximum rate 
of interest for the Licensee’s share thereof shall be set forth in the Proposal for 
the determination of SBA, as provided by the act. 

(f) All loans shall be based upon negotiations between Licensees and small- 
business concerns. 

§ 107.306 Statutory provisions; aggregate limitations. 


“AGGREGATE LIMITATIONS 


“Seo. 306. Without the approval of the Administration, the aggregate amount 
of obligations and securities acquired and for which commitments may be issued 
by any small business investment company under the provisions of this act for 
any single enterprise shall not exceed 20 percent of the combined capital and 
surplus of such small business investment company authorized by this act.” 

§ 107.306-1 Investment and loan limitations. (a) Without the prior written 
approval of SBA, the aggregate amount of obligations and securities (including 
stock of a small-business concern acquired under the conversion privilege con- 
tained in a convertible debenture bond and based upon the agreed value thereof 
at the time of acquisition) of a particular small-business concern held by a 
Licensee (including outstanding commitments of such Licensee to such small- 
business concern) shall not exceed 20 percent of the combined capital and sur- 
plus (including as a part thereof the unpaid balance of any outstanding SBA 
loan received under the authority of section 302 (a) of the act) of such Licensee. 

(b) Self-dealing to the prejudice of SBA or the Licensee’s shareholders is 
prohibited. Without the prior approval of SBA, a Licensee shall not purchase 
convertible debentures of, or make a loan to, an officer, director, or owner of 
10 or more percent of the stock of said Licensee, or any close relative of such 
officer, director, or owner, or to any company in which such officer or director 
or owner or his close relative is an officer or director or owns 10 or more percent 
of the stock, or is a partner: Provided, That nothing herein contained is in- 
tended to preclude a Licensee from permitting an officer, employee or represent- 
ative from serving as a director, officer, or in any other capacity in the manage- 
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ment of a small business concern for the purpose of protecting its investment in 
or loan to such concern. 

(c) Without prior approval of SBA, no Licensee, nor any officer or director 
thereof shall borrow money from a small business concern or from any officer, 
director or owner thereof, which has sold convertible debentures to or has 
borrowed money from said Licensee. 

§ 107.307 Statutory provisions; exemptions. 


“EXEMPTIONS 


“Sec. 307. (a) Section 3 of the Securities Act of 1933, as amended (15 U. S. C. 
77c), is hereby amended by inserting at the end thereof the following new sub- 
section (c): 

“(c) The Commission may from time to time by its rules and regulations 
and subject to such terms and conditions as may be prescribed therein, add to 
the securities exempted as provided in this section any class of securities issued 
by a small business investment company under the Small Business Investment 
Act of 1958 if it finds, having regard to the purposes of that act, that the en- 
forcement of this act with respect to such securities is not necessary in the 
public interest and for the protection of investors. 

“(b) Section 304 of the Trust Indenture Act of 1939 (15 U. S. C. T7ddd) is 
hereby amended by adding the following subsection (e) : 

“(e) The Commission may from time to time by its rules and regulations, 
and subject to such terms and conditions as may be prescribed herein, add to 
the securities exempted as provided in this section any class of securities issued 
by a small business investment company under the Small Business Investment 
Act of 1958 if it finds, having regard to the purposes of that act, that the en- 
forcement of this act with respect to such securities is not necessary in the 
public interest and for the protection of investors. 

“(c) Section 18 of the Investment Company Act of 1940 (15 U. S. C. 80a-18) 
is amended by adding at the end thereof the following: 

“(k) The provisions of subparagraphs (A) and (B) of paragraph (1) of sub- 
section (a) of this section shall not apply to investment companies operating 
under the Small Business Investment Act of 1958.” 

§ 107.307-1 [Reserved] 

§ 107.308 Statutory provisions; miscellaneous. 


“MISCELLANEOUS 


“Sec. 308. (a) Wherever practicable the operations of a small business in- 
vestment company, including the generation of business may be undertaken in 
cooperation with banks or other financial institutions, and any servicing or ini- 
tial investigation required for loans or acquisitions of securities by the com- 
pany under the provisions of this act may be handled through such banks or 
other financial institutions on a fee basis. Any small business investment com- 
pany may receive fees for services rendered to banks or other financial 
institutions. 

“(b) Each small business investment company may make use, wherever prac- 
ticable, of the advisory services of the Federal Reserve System and of the De- 
partment of Commerce which are available for and useful to industrial and 
commercial businesses, and may provide consulting and advisory services on 
a fee basis and have on its staff persons competent to provide such services. 
Any Federal Reserve bank is authorized to act as a depository or fiscal agent 
for any company organized under this act. Such companies may invest funds 
not reasonably needed for their current operations in direct obligations of, or 
obligations guaranteed as to principal and interest by, the United States. 

“(ce) The Administration is authorized to prescribe regulations governing the 
operations of small business investment companies, and to carry out the provi- 
sions of this act, in accordance with the purposes of this act. Each small busi- 
ness investment company shall be subject to examinations made by direction of 
the Administration by examiners selected or approved by the Administration, 
and the cost of such examinations, including the compensation of the examiners, 
may in the discretion of the Administration be assessed against the company 
examined and when so assessed shall be paid by such company. Every such 
company shall make such reports to the Administration at such times and in 
such form as the Administration may require; except that the Administration 
is authorized to exempt from making such reports any such company which is 
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registered under the Investment Company Act of 1940 to the extent necessary 
to avoid duplication in reporting requirements. 

“(d) Should any small business investment company violate or fail to com- 
ply with any of the provisions of this act or of regulations prescribed hereunder, 
all of its rights, privileges, and franchises derived therefrom may thereby be 
forfeited. Before any such company shall be declared dissolved, or its rights, 
privileges, and franchises forfeited, any noncompliance with or violation of this 
act shall be determined and adjudged by a court of the United States of com- 
petent jurisdiction in a suit brought for that purpose in the district, territory, 
or other place subject to the jurisdiction of the United States, in which the prin- 
cipal office of such company is located. Any such suit shall be brought by the 
United States at the instance of the Administration or the Attorney General. 

“(e) Whenever in the judgment of the Administration any person has en- 
gaged or is about to engage in any acts or practices which constitute or will 
constitute a violation of any provision of this act or of any regulation there- 
under, the Administration may make application to the proper district court of 
the United States, or a United States court of any Territory or other place sub- 
ject to the jurisdiction of the United States, for an order enjoining such acts or 
practices, or for an order enforcing compliance with such provision or regula- 
tion, and such courts shall have jurisdiction of such actions and upon a showing 
by the administration that such person has engaged or is about to engage in any 
such acts or practices, a permanent or temporary injunction, restraining order, 
or other order shall be granted without bond. 

ok * * * * * * 


“(g) Nothing in this act or in any other provision of law shall be deemed to 
impose any liability on the United States with respect to any obligations entered 
into, or stocks issued or commitments made, by any company organized under 
this act.” 

§ 107.308-1 Maintenance of unimpaired capital. (a) Each Licensee. shall 
maintain at all times an unimpaired capital. 

(b) An impairment shall be deemed to exist when, with the assets and lia- 
bilities (including debentures purchased by SBA under section 302(a) of the 
act) evaluated by sound accounting principles, the earned surplus deficit ex- 
ceeds either the paid-in surplus or 50 percent of the combined capital stock and 
paid-in surplus. 

§ 107.308-2 Conditions governing disbursement of SBA funds. (a) Prior 
to the disbursement of any funds to a Licensee under the authority of section 
302 (a) or section 303(b) of the act, the executive officer and at least three 
members of the board of directors of such Licensee in their personal capacity (to 
the best of their knowledge and belief) and for and on behalf of such Licensee 
shall execute and deliver to SBA the following written certification and state- 
ment on SBA Form No. 420 (for the purpose of obtaining the subject funds 
for such Licensee and for the purpose of inducing SBA to disburse such funds as 
contemplated under section 16 (a) of the Small Business Act, which subsection is 
applicable and extended to the functions of SBA under the act) that 

(1) The Licensee has not violated and is not in violation of any provisions of 
the act, its charter, its License, or any regulations issued under the act. 

(2) The capital of such Licensee is not impaired. 

(3) The Licensee will employ such funds in accordance with the purposes 
and provisions of section 304 or section 305 of the act within 30 days after re- 
ceipt thereof, subject to further extension at the discretion of SBA. 

(4) The names of any attorneys, agents, or other persons engaged by or on 
behalf of such Licensee for the purpose of representing it in preparing, filing or 
expediting the application of such Licensee for the financial assistance involved, 
and the fees paid or to be paid to any such persons, have been disclosed to SBA ; 
and the Licensee has executed an agreement with SBA binding such Licensee 
for a period of two years after disbursement of any such funds to such Licensee, 
to refrain from employing, tendering any office or employment to, or retaining 
for professional services any person who, on the date of such disbursement, or 
within one year prior thereto, shall have served as an officer, attorney, agent, or 
employee of SBA occupying a position or engaging in activities which SBA shall 
have determined involve discretion with respect to the granting of such financial 
assistance. 

(5) Such funds will not be knowingly or intentionally employed by the Li- 
censee for any purpose which would cause a substantial increase of unemploy- 
ment in any area of the country. 








216 SMALL BUSINESS INVESTMENT ACT AMENDMENTS, 1959 


(b) Such certificate and statement may be qualified with such information. 
explanation, and data as the parties thereto may determine and establish as a 
part thereof. Provided, however, That upon the inclusion in any such certificate 
and statement any such qualifying material SBA may withhold disbursement 
of all or any portion of the funds involved pending consideration thereof by 
SBA, and after such consideration SBA may thereupon or subsequently cancel 
any commitment or other obligation to disburse all or any portion of the funds 
involved. If SBA shall determine, by examination or otherwise, that there is 
an impairment of capital, or that there has been a violation by the Licensee of 
any provision of paragraph (a) of this section, SBA may withhold disburse- 
ment of all or any portion of the funds involved and may thereupon or subse- 
quently cancel any commitment or obligation to disburse all or any part of the 
funds involved. 

(c) Requests to SBA for funds under section 302(a) or section 303(b) of 
the act shall be submitted on SBA Form No. 416, which form in case of requests 
for financial assistance under section 302(a) of the act shall be submitted as a 
part of the License Application. 

§ 107.308-3 Idle operating funds. A Licensee may invest funds not reasonably 
needed for current operations, only in direct obligations of, or obligations guar- 
anteed as to principal and interest by the United States Government. 

§ 107.3084 Hraminations. (a) Each Licensee shall be subject to examination 
by SBA. 

(b) Such examinations shall cover any and all matters as determined by 
SBA, and shall be conducted by SBA or by any examiners selected by SBA. 

(c) The cost of each examination, including the compensation of examiners, 
shall be assessed against and paid by the Licensee involved. 

(ad) The time and manner of conducting any such examination shall be deter- 
mined by SBA in each case. 

(e) A Licensee will be examined and criticized by SBA examiners among 
other matters, on the basis of the management and operating plans and policies 
set forth in the Proposal filed by it with SBA as an inducement for the issuance 
of such License. 

(f) As such examination, the SBA may accept the interim and annual reports 
required by § 107.302-3, together with such additional information as may be 
requested by SBA. 

§ 107.308-5 Reports. (a) In addition to the report to SBA required by 
§ 107.302-3, each Licensee shall submit a supplementary report at the end of 
each six months period of operation to SBA which need not be furnished to its 
shareholders. Such supplementary report shall include, in such form as may 
be requested by SBA, a review of the activities of the Licensee during the 
period involved, with a statement and evaluation of such debentures, notes or 
other assets as have been or may have been acquired during such period. 

(b) Interim reports covering such matters as SBA shall determine shall be 
submitted by a Licensee upon request or call of SBA. 

§ 107.308-6 Government liability. (a) Nothing in the act or in any regula- 
tions issued thereunder or in any other provision of law shall be deemed to im- 
pose any obligation or liability on the United States Government or any agency 
thereof, including SBA, with respect to any obligations entered into, or stocks 
issued, or commitments made, by any Licensee, or with respect to any other 
matter involving a Licensee. 

(b) No Licensee, in issuing or selling any security shall represent or imply in 
any manner whatsoever that such security has been guaranteed, sponsored, 
recommended, or approved by the United States or any agency or officer thereof. 
and a statement to such effect shall be included in any solicitations to investors. 

§ 107.308-7 Activities of Licensec. (a) A Licensee shall engage in and con- 
duct only the activities set forth in and contemplated under the act and shall 
not engage in or conduct any other activities. 

(b) A Licensee shall not amend its franchise authority to permit the con- 
duct of any activities other than as recited above. 

(c) A Licensee shall not change its investment policy, plans to raise addi- 
tional capital, borrowing or other plans, previously submitted to SBA in its 
Proposal or otherwise, without the prior written consent of SBA. Any change 
in the officers, directors or owners of ten or more percent of its stock, as set 
forth in its Proposal or otherwise previously submitted to SBA, shall be re- 
ported immediately to SBA; and such changes shall be subject to the approval 
of SBA as a condition for the continuation of the License of such Licensee. 
Any conditions imposed by SBA in connection with the latter, shall be complied 
with by the Licensee. 
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§ 107.308-8 Insurance. A T.icensee shall maintain fidelity or such other 
types of bonds or insurance as shall be required by SBA. 

§ 107.808-9 Prohibited uses. No funds may be provided by a Licensee to a 
small business concern for : 

(a) Re-lending by the small business concern ; 

(b) Purposes not contemplated by the act: 

(ec) Purposes contrary to the public interest, including but not limited to 
gambling enterprises and activities, and any purpose which would encourage 
monopoly or be inconsistent with accepted standards of free competitive enter- 
prise ; or 

(d) Use outside of States herein defined. 

§ 107.3808-10 Enjoiner of violations. Whenever in the judgment of SBA any 
person, including a Licensee, has engaged or is about to engage in any acts or 
practices which constitute or will constitute a violation of any provisions of the 
act or of any regulation thereunder, SBA shall apply to a proper court for 
an order enjoining such act or practices or for an order enforcing compliance 
with such provision or regulation. 

§ 107.308-11 Forfeiture of License. Final determination by a court of the 
United States that a Licensee has violated or failed to comply with any of the 
provisions of the act or regulations prescribed thereunder. shall thereupon effect 
a forfeiture of the License of such Licensee, as well as the charter, if any, 
svranted by SBA under section 301(c) of the act. 

§ 107.308-12 Amendments to act and regulations. A Licensee shall be sub- 
ject to all existing and future provsions of the act and regulations issued there- 
under, 


(Part 107-—-Amendment 1, see. 107.1000] 
SBA RULES AND REGULATIONS 


The interpretations included herein are issued by the Small Business Admin- 
istration for the guidance of the public. These interpretations are the first pub- 
lished in the Federal Register which relate to the Small Business Investment 
Program. It is believed that these interpretations and those which will follow 
may be helpful to the public. 


Part 107—SMALL BUSINESS INVESTMENT COMPANIES 
MISCELLANEOUS AMENDMENTS 


The Small Business Investment Companies Regulation (23 F.R. 9383) is hereby 
amended by: ‘ : 
1. Inserting center heading ‘Statutory Provisions and Regulations” immedi- 
ately preceding § 107.302 of this part. 
2. Inserting center heading “Interpretations” immediately following § 107.308— 
12 of this part. 
3. Adding §§ 107.1000 through 107.1009 as follows: 
Sec. 
107.1000 Capital structure of licensees (interpreting section 302 of the Act). 
107.1001 Repayment of subordinated debentures (interpreting section 302(a) of the Act). 
107.1002 Participation by SBA with a licensee under section 7(a) of the Small Business 
Act in an SBIC loan (interpreting sections 302 and 303 of the Act). 
107.1003 Collateral security for convertible debentures purchased by a licensee (inter- 
preting section 304(c) of the Act). 
107.1004 Aid for agriculture (interpreting sections 304 and 305 of the Act). 
107.1005 Maturity of convertible debentures and long-term loans (interpreting 
§§ 107.304—1(b) and 107.305-—1(b) ). 
107.1006 Repayment of convertible debentures and long-term loans prior to maturity 
(interpreting §§ 107.304—-1(b) and 107.305—1(c) ). 
107.1007 Short-term loans by a licensee (interpreting § 107.305-1(b) ). 
107.1008 Eligible investments for idle operating funds of SBICs_ (interpreting 
§ 107—308-3). 
107.1009 Employment of funds provided small business concerns by licensees (interpret- 
ing § 107.30S—9(a)). 
AuTHORITY : $§ 107.1000 to 107.1009 issued under sec. 308, Pub. Law 85-699, 72 Stat. 
694, 
§ 107.1000 Capital structure of licensees (interpreting section 302 of the Act). 
Whenever capitalization of Licensee is to consist of more than one class of 
stock the voting rights and other rights and remedies may not be inequitable 
or discriminatory and may not unduly concentrate control or management of 
the Licensee through pyramiding, inequitable methods, or inequitable distribu- 
tion. Full disclosure of all voting rights and other rights and remedies of all 
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classes of stock must be made to all shareholders prior to their purchase of 
stock. 

§ 107.1001 Repayment of subordinated debentures (interpreting section 302 
(a) of the Act). 

(a) Repayment of subordinated debentures must be made in such manner 
as not to reduce paid-in capital and surplus below the statutory minimum. 
This minimum is set by section 302(a) of the Act at $300,000, and subordinated 
debentures are deemed to be a part of capital and surplus for the purpose 
(among other things) of providing this minimum. 

(b) At the same time, the obligation of a Licensee to repay a subordinated 
debenture is absolute and binding, and is not limited to the availability of 
particular funds. For example, although subordinated debentures may be 
repaid from borrowed funds, such repayment may not be made unless capital 
and surplus is simultaneously maintained at or above the $300,000 level. 

(c) Thus, Licensees should be aware of their obligations under the terms of 
the debenture, and these obligations should be provided for in a manner which 
will insure compliance with the minimum capital requirements imposed by 
section 302 of the Act. 

§ 107.1002 Participation by SBA with a licensee under section 7(a) of the 
Small Business Act in an SBIC loan interpreting sections 302 and 303 of the 
Act). 

Sections 302 and 303 of the Small Business Investment Act of 1958 limit 
the nature and degree of financial assistance which SBA is authorized to provide 
Licensees in conjunction with the financing which Licensees are empowered to 
render small business concerns. Under these limitations SBA cannot partici- 
pate with a Licensee under section 7(a) of the Small Business Act or otherwise 
in loans made by Licensee to small business concerns. 

§ 107.1003 Collateral security for convertible debentures purchased by a 
licensee (interpreting section 304(c) of the Act). 

(a) Section 304(c) of the Act authorizes a Licensee purchasing convertible 
debentures from a small business concern to require that such concern refinance: 
so as to render the Licensee its sole creditor and, except as provided in regula- 
tions issued by SBA, the small business concern must agree that it will not 
thereafter incur any indebtedness without first securing the approval of the: 
Licensee, and giving the Licensee the first opportunity to finance such in- 
debtedness. 

(b) Debentures are commonly understood to be unsecured bonds without the 
protection of any specific pledge of property. The holder is protected by any 
property not otherwise pledged. 

(ec) Therefore the Act is interpreted as not authorizing collateral security 
for convertible debentures purchased by Licensee from small business concerns. 

§ 107.1004 Aid for agriculture (interpreting sections 304 and 305 of the Act). 

The program established by the Investment Act is to aid business concerns, 
and the assistance available through such program cannot provide financial or 
other assistance to concerns engaged in agricultural activities, namely, those 
involving the production of crops and livestock. In cooperation with the Depart- 
ment of Agriculture, SBA has established certain basic guidelines to aid in the 
determination whether an operation is a business or agricultural enterprise. 

(a) Concerns engaged solely or primarily in the purchase and resale of com- 
modities, the manufacture, processing or marketing of commodities, or the sale 
of services to the public are considered to be engaged in a business enterprise. 
This includes the purchase of fruits, vegetable and flowers for resale, the pack- 
aging, freezing, or processing by other means, of meats, fruits, and vegetables, 
the slaughter of livestock and poultry, the operation of warehouses and cold 
storage plants, feed mills, and the operation of a feed yard for cattle where in- 
come is derived from the service operation of housing and feeding the animals. 

(b) Concerns engaged solely or primarily in the production of agricultural 
commodities are considered to be engaged in an agricultural enterprise, which 
normally involves the cultivation of the land for the production of food and fiber. 
This would include concerns producing field crops, livestock, and nursery crops. 

(ce) A concern which is engaged in an agricultural enterprise as well as a 
business enterprise will be classified according to the predominant part of its 
operations, considering the time devoted to agriculture and business and the 
income derived from each. 

§ 107.1005 Maturity of convertible debentures and long-term loans (interpret- 
ing §§ 107.304-1(b) and 107.805-1(b)). 
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Sections 107.304-1(b) and 107.305-1(b) set the minimum maturity of con- 
vertible debentures and long-term loans at five years. These paragraphs estab- 
lish a minimum final maturity or term of the debentures and loans, and do not 
prevent Licensees from negotiating terms requiring amortization payments 
in reduction of the principal amount of either convertible debentures or long- 
term loans any time prior to their final maturity. However, during the first five 
years of any debenture or long-term loan, the amortization cannot be greater 
than the equivalent of five year straight-line amortization. 

§ 107.1006 Repayment of convertible debentures and long-term loans prior 
to maturity (interpreting §§ 107.304-1(b) and 107.805-1(c) ). 

(a) Convertible debentures referred to in § 107.304-1(b) are callable, in whole 
or in part, by the issuer on any interest payment date, upen three months’ notice, 
provided any partial call is in reasonable amounts, not less than $1,000. 

(b) Under the provisions of § 107.305-1(c) pertaining to repayment of long- 
term loans, the borrower may on any interest payment date, make payment, in 
whole or in part, of the face amount of loans plus accrued interest, provided 
any partial payment is in reasonable amounts, not less than $1,000. 

§ 107.1007 Short-term loans by a licensec (interpreting § 107.3805-1(b) ). 

The question has arisen as to whether a Licensee may purchase convertible de- 
bentures from a real estate developer-builder and follow up with a less than 
five-year maturity construction loan to such builder. Such a short-term loan 
would not be within the exception of § 107.305-1(b), permitting loans for terms 
of less than five years when necessary to protect the interest of a Licensee 
in an existing long-term loan, convertible debentures or stock. The exception 
for short-term loans is an emergency privilege which is available only if un- 
available and as a necessity for the protection of a prior loan or investment. 

§ 107.1008 Eligible investments for idle operating funds of SBICs (interpret- 
ing § 107.308-3). 

Under the provisions of § 107.308-3 a Licensee may invest funds not reason- 
ably needed for current operations in U.S. Treasury bonds, notes, certificates, 
and bills; U.S. Savings bonds, Series E and Series H; and Federal Housing 
Administration debentures. Investment is not permitted in securities of the 
Federal Intermediate Credit Banks, Federal National Mortgage Association, 
Federal Home Loan Banks, Federal Land Banks, Banks for Coopcratives, or 
International Bank for Reconstruction and Development (World Bank). 

§ 107.1009 Employment of funds provided small business concerns by li- 
censees (interpreting § 107.308-9(a)). 

(a) The question has been raised as to whether Licensee may provide loans 
to concerns known as professional associations. Such associations would trans- 
fer the proceeds of loans from Licensee to institutions and professional people 
in exchange for interest-bearing time notes. 

(b) Section 107.308-9(a) is interpreted to provide that funds supplied small 
business concerns by Licensee may not be invested, loaned, or otherwise trans- 
ferred by such small business concerns for use by others in exchange for an 
equity interest or promise to repay. Therefore the type of financing described 
above is not permitted. Similarly, such funds may not be used for financing 
factoring operations, or for the purchase of commercial paper. 


(Whereupon, at 3:05 p.m., the subcommittee was adjourned, sub- 
ject to the call of the Chair.) 
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